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DEPENDABLE 
Employment Agency 
220 W. 42nd St. N.Y. 18 


BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 


¢ BOOKKEEPERS 
Full Charge 
Assistants 

e SECRETARIES 

e STENOGRAPHERS 

e TYPISTS 

e CLERKS 


Established 1939 
Wm. Schnuer, BBA, MBA 


Licensee 


¢ COMPTROLLERS 

¢ OFFICE MANAGERS 

¢ ACCOUNTANTS 
C.P.A.’s 
Seniors, Semi-Srs. 
Juniors 

¢ SALES 





Shirley Schnuer 


Licensee 








specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


140 w. 42 street 
new york city 
longecre 4-3834 


long Island city 


| 25-15 bridge plaza n. 
stillwell 6-5707 


directed by a certified public accountant 











Brookteepers 


UNLIMITED 


The Lmployment Agency for Bookkeepers 


OURS IS A SPECIALIST ORGANIZATION, PROVIDING 
RESPONSIBLE AND THOROUGHLY EXPERIENCED 


BOOKKEEPING PERSONNEL — Sxchcsw2y, 
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| 299 Mapison AveNUE 
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Murray Hill 7-382! 
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PERSONNEL AND BUSINESS 
OPPORTUNITIES 

Help Wanted: 

Situations Wanted: 


20¢ a word, minimum $5.00, 
10¢ a word, minimum $2.0, 
Business Opportunities: | 15¢ a word, minimum $3.00, 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication, 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 


C.P.A., 38, Society member, former Revente 
Agent, ’ moderate practice, desires to expan 
by purchasing individual accounts or practice 
in Metropolitan area or Long Island. Liberal 
terms. Box 437, New York C.P.A. 


Calculating Service 


Inventories computed, sales analysis, ete. 
Special service to C.P.A’s. Verna Crawford, 
565 Fifth Avenue, ELdorado 5-0280. 


C.P.A., 33, Society member, wishes to pur- 
chase individual accounts, practice or a part- 
nership interest in Metropolitan area or Long 
Island. Box 438, New York C.P.A. 


C.P.A.—desires to purchase accounting prac- 
tice or individual accounts in Metropolitan 
area, New York, New Jersey, Connecticut. 


Box 439, New York C.P.A. 


Collection Experts 


3ad Debts collected anywhere. Commercial 
& Retail accounts. Clear your clients’ books 
of unwanted entries. No charge until col- 
lected. “We collect—not just promise’. 
United Collection Company, 258 Broadway, 
New York 7, N. Y., Telephone COrtlandt 
7-3045-6. 


SITUATIONS WANTED 


Statistical Typing 


Financial reports, tax returns, expertly typed 
+easonable—confidential—ten years certifi 
experience. Thorough knowledge all details. 

JUdson 6-3879, 


Public Stenographer 


Rapid dictation, accurate typing, tax briefs, 
financial reports, tax returns, $2.50 hour, 
MU 5-7963; 83 Lexington Avenue, New 
York City. 


February 
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PRACTICES 
WANTED 


We have a number of financially 
responsible clients with excellent 
professional backgrounds who are 
purchase of 





interested in the 

accounting practices. 
You may contact us with the knowl- 
negotiations are 


edge that all 


strictly confidential. 


DAVID JARET CO. 


Established Over 28 Years 
150 Montague St., Brooklyn 2,N.Y. 
ULster 2-5600 

















TRANSPOSITIONS? 


Error found in Ten Minutes! 
Saves 75 to 90% of Checking! 
Price $1.00 plus tax 
WRITE FOR CIRCULAR 


“Ship Digit” 


P.O. Box 1403, Buffalo 14, N. Y. 








FIFTH AVENUE TELEPHONE SERVICE 


@ Efficient personalized mail-phone service 
@ We make appts., relay messages accurately 
@ Desk and office space available 

@ Call Mr. Bernard today for information 


MU 2.3383 516 FIFTH AVE. 








APPRAISALS 


NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


BOSTON 


ATLANTA 
PHILADELPHIA + ee See CHICAGO 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 
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YEAR 


ANTICIPATED SAVINGS DIVIDEND 


Your Clients Will Appreciate 
Getting This Information! 


CORPORATION OFFICIALS fre- 
quently face the problem of 
investing surplus funds, reserve 
funds, trustee funds, funds for de- 
preciation, reserves for taxes, etc. 
They look for: 1. security of prin- 
cipal, 2. availability, 3. reason- 
able return. 

YOU'LL FIND ALL 3 in a Corpo- 
rate Fund Account at NINTH 
FEDERAL. Each Company is in- 
sured up to $10,000 by Federal 
Savings And Loan Insurance 
Corporation. Anticipated savings 
dividend 1952 at 22% per year, 
credited semi-annually. To con- 
serve savings dividends upon 
funds withdrawn before end of 
dividend period, passbook loans 
are available. 


FOR FURTHER INFORMATION, ask 
for Folder CP-2. Phone or write Edgar R. 


Tostevin, Treasurer, or visit either of our 
two convenient Savings Centers. a 
RESOURCES 


OVER 
$52,000,000 

































PEDERAL SAVINGS 


AND LOAN ASSOCIATION 
AT TIMES SQ. FACING U.N. 
1457 B'WAY Ist Ave.—45th St. 






Hours——9 to 3 Hours——? fo 3 
Friday 9 te 6 Wednesday 9 to 7 


WISCONSIN 7-9120 


















Tue LONG AUGUST NIGHT WAS HOT—but not as 
hot as the bitter fighting that raged about Agok, 
Korea, in the Naktong River area. Sergeant 
Kouma, serving as tank commander, was cov- 
ering the with- 
drawal of infan- 
try units from 
the front. Discov- 
ering that his 
tank was the only 
obstacle in the 
path of an enemy 
breakthrough, Sergeant Kouma waged a furi- 
ous nine-hour battle, running an eight-mile 
gantlet through enemy lines. He finally with- 
drew to friendly lines, but not until after his 
ammunition was exhausted and he had left 250 
enemy dead behind him. Even then, although 
wounded twice, he attempted to resupply his 
tank and return to the fighting. 





“A withdrawing action is not my idea of how 
Americans should fight.” says Ernest Kouma. 
“If we must fight, let’s be strong enough to take 





M/ Sot. Ernest R.Kouma 


i HAY Medal of Honor 
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The L S. Government does not pay for this adver- 

tisement It is donated by this publication in 

cooperation with the Advertising Council and the 
Magazine Publishers of America, 


the offensive. In fact, if we’re strong enough, 
we may not have to fight at all. Because. noy. 
adays, peace is for the strong. 


“So let’s build our strength—let’s build and 
build to keep a strong America at peace. That's 
where you come in. You can help by buying 


U. S. Defense Bonds. Buy as many Bonds a ¥ 


you think you can afford. Then buy some more, 
It’s a far less painful sacrifice to build for 
peace than it is to destroy in war. And peace 
is what you’re investing in when you buy 
Defense Bonds.” 

* * * 
Remember that when you’re buying bonds for national 
defense, you’re also building a personal reserve of cash 
savings. Remember that if you don’t save regularly, you 
generally don’t save at all. So sign up in the Payroll 
Savings Plan where you work, or the Bond-A-Month 
Plan where you bank. For your country’s security, and f 
your own, buy Defense Bonds now! 


Peace is for the strong... 


Buy US. Defense Bonds now! 
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Reminder of 
1952 PRIZE ESSAY CONTEST! 


The Board of Directors of the Society has authorized the Com- 
mittee on Publications to¢onduct a prize essay contest among 
seniors and graduate students majoring in accountancy, duly 
enrolled in the colleges of New York State. The article may 
cover any topic in the field of accounting and/or auditing. 


Prizes in the amount of .$100 for the best article and $50 for 
the second best article are offeted. In addition, the two winners 
and any others submitting papers worthy of honorable mention 
will receive a one-year subscription to The New York Certified 
Public Accountant. 


The General Rules of the Contest are as follows: 


All papers shall be original, and the manuscript shall be typed in 
duplicate on 814 x 11 stationery on one side, double or triple space 
typing, and shall not be more than 6,000 words in length. Each 
contestant shall indicate the exact number of words in his paper 
at the end thereof. 
* 

The name of the individual submitting the paper shall not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter giving 
the contestant’s name and address. When submitted to the judges, 
each manuscript will be given a key number for identification. 


* 


Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 677 Fifth Avenue, New 
York 22, N. Y., on or before May 15, 1952. Awards will be 
announced as soon thereafter as possible. 


* 


All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers, if any, 
may be entitled to prizes. 
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Sundstrand 
Model ‘‘E” 
Accounting 
Machine 


This machine has a 


MECHANICAL BRAIN 


...no wonder it turns out so much work in so little time! 





Here’s a mechanical marvel in saving time, 
money, effort. 

An office “genius” that can help solve the 
“girl-power” shortage. 

It’s the all-new... all-purpose ...*low-cost 
Underwood Sundstrand Model “E” Ac- 
counting Machine! 

The Model “E” is amazingly flexible. With 
it, you can post a variety of records... 
and do all kinds of miscellaneous adding- 
figuring work. 

A Mechanical Brain—the control plate that 
directs automatic operations—speeds the 
work, minimizes errors. 

And don’t forget the accurate, fast, touch- 


SO 


operated Sundstrand 10-key keyboard. 
easy to operate! 

In short, the Underwood Sundstrand M 
i Spi 
But seeing’s believing! Get in touch ¥ 
your Underwood Representative {0 


is a marvel! 


demonstration today. 
*Price starts at $1483 plus taxes. 
Subject to change without notice. 
Z 
@NDERWOOD 


Moraes 


- Underwood Corporati 


Accounting Machines...Adding Machines... 
Typewriters...Carbon Paper...Ribbons 
One Park Avenue New York 16, N. Y. 
Underwood Limited, Toronto 1, Canada 
Sales and Service Everywhere 
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Tax Decisions of 1951 


By Jack ScuHtosser, C.P.A. 


T HE field of taxation has, during the 
year 1951 and the period immedi- 
ately preceding it, received marked 
legislative attention, overshadowing to 
some extent the work of the courts. 
Thus, during that period of time, we 
were deluged by the Revenue Act of 
1950, the Excess Profits Act of 1950 
and, finally, the Revenue Act of 1951. 
Nevertheless, a selective study of 1951 
court decisions should prove of some 
value to most tax and accounting prac- 
titioners. 


Split-up of Income 

Because of the $25,000 corporate 
surtax and excess profits tax exemp- 
tions and in view of the sharply gradu- 
ated individual surtax rates, there is a 
constant incentive for taxpayers to at- 
tempt to reduce their tax liability by 
increasing the number of reporting tax- 
payers. This past year saw its full 
quota of cases on this subject, with 
varying results. 





JaAcK ScHLOssER, C.P.A., is a 
member of our Society and of its 
Committee on State Taxation. 

He was graduated from The City 
College (New York) School of 
Business and Civic Administration 
in June 1939, with the degree of 
3. BLA, 

Mr. Schlosser is a partner in the 
firm of Eisner and Lubin, CPA’s. 
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Where one corporation operated five 
wholesale grocery units in five different 
cities, reorganized in 1944, and formed 
five separate corporations, it was al- 
lowed individual excess profits tax ex- 
emptions for each entity. The court 
held that section 129 did not apply be- 
cause of the following business pur- 
poses for the reorganization: 

(1) Split-up increased over-all bor- 

rowing power under local bank- 
ing laws, which increased power 
was utilized. 
To permit handling of competi- 
tive merchandise lines available 
only on an exclusive franchise 
basis. 

(3) To limit tort liability because of 
difficulty in obtaining tort lia- 
bility insurance locally. 

(Alcorn Wholesale Co., et al., 16 T.C. 75; 

Jan. 17, 1951, Acq.) 

The same conclusion was reached 
where a corporation operating 51 retail 
shoe branches incorporated 22 of them 
into separate corporations. The court 
found that the tax savings motive was 
only incidental to the desired realign- 
ment of liability under store leases. 

(Berland’s, Inc., of South Bend, et al., 16 

T.C. 182; Jan. 25, 1951, Acq.) 

Petitioner manufactured fans and 
blowers and sold its products through 
its own officers and through independ- 
ent sales agents. In 1944 three sepa- 
rate sales corporations were formed. 
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Their stockholders were essentially the 
same as the stockholders of the tax- 
payer. These three affiliates sold only 
petitioner’s products. The court ruled 
that section 45 was entirely inapplica- 
ble. It held further that section 129 
could not be invoked because of the fol- 
lowing business purposes : 
(1) To reduce liability for injuries 
from use of products. 
To save in freight charges by 
establishing assembly plants in 
the territory of ultimate sale. 
To increase sales through opera- 
tion of companies located in 
separate territories. 
(Chelsea Products, Incorporated, 16 'T.C. 
840; Apr. 19, 1951; appealed.) 


On the other hand, where a corpo- 
ration paid commissions to a newly- 
formed partnership consisting of three 
of its officer-stockholders and three of 
its salesmen, the Commissioner suc- 
cessfully contended that the compensa- 
tion thus paid was not deductible under 
either Section 45 or Section 22(a) of the 
Code. 

Sidney Kocin v. U. S., (C.C. 


€ A.-2) 
12, 1951.) 


Mar. 


A Tennessee corporation formed a 
Mississippi subsidiary to operate a 
branch in the latter state in order to 
overcome the disadvantages of a for- 
eign corporation operating in Missis- 
sippi. Based upon the foregoing, the 
court refused to permit the Commis- 
sioner to combine their separate net 
incomes. 

(J. E. Dilworth Company v. Henslee, U. S. 

District Court, Tennessee; July 27, 1951.) 

Where the principal stockholder of 
a corporation assumed its sales and 
engineering functions, leaving it en- 
gaged solely in the manufacturing 
process, the subdivision of income was 
recognized and accepted by the court. 
The court found that the charge for 
services rendered by the stockholder to 
the corporation was reasonable. 

(Estate of Julius I. Byrne, 16 T.C. 

May 31, 1951.) 


1234; 
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Another favorable decision on this 
issue was issued in L. W. Tilden Inc. 
v. Commissioner (C.C.A.-5), Nov. 23, 
1951, while the taxpayer received a 
split decision in Grenada Industries 
Inc., et al., 17 T.C., No. 28; Aug. 22, 
1951. 

Another method of splitting income, 
in common use and hence frequently 
encountered in the courts, is the leas- 
ing of property by related taxpayers. 
During 1951 the following decisions on 
this issue were released : 

Taxpayer corporation sold part of 
its machinery to a partnership com- 
posed of its sole stockholders and im- 
mediately leased it back. The corpora- 
tion had the exclusive right to rent 
and an option to purchase upon ter- 
mination of the partnership. The court 
held that the transaction was wholly 
without substance and disallowed the 
rent in full. 

(Shaffer Terminals, Inc., 16 T.C. 356; Feb. 

16, 1951.) 

Similar results were arrived at in 
58th Street Plaza Theatre, Inc.; 16 
T.C. 469—Feb. 27, 1951, and W. H. 
Armston Company, Inc., v. Commis- 
sioner (C.C.A.-5), Apr. 25, 1951. The 
double danger implicit in this type of 
arrangement is illustrated in both of 
these decisions, where the disallowed 
rent was nevertheless taxed to the re- 
cipient as a dividend. 


On the other hand, where the related 
taxpayer’s right to the rented property 
does not grow out of a sale or gift fol- 
lowed by a leaseback, generally the 
rent will be recognized, but only to the 
extent considered reasonable. Further- 
more, changes in existing lease terms 
will be scrutinized closely and even 
suspiciously. 

(Roland F. Place, 17 T.C., No. 23; Aug. 

10, 1951; Stanwick’s v. Commissioner, 

(CCA-4) June 25, 1951; Manos Amuse- 

ments, Inc., Tax Court Memo Decision, 

Aug. 9, 1951 (appealed) ; Estate of Fred- 

erick N. Sullivan, Sr., Tax Court Memo 

Decision; Aug. 10, 1951.) 
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Tax Decisions of 1951 


Purchase of Stock to Acquire Assets 

Corporations desiring to acquire as- 
sets owned by another corporation are 
often required to purchase the latter’s 
stock rather than the assets in question 
because of tax considerations on the 
part of the sellers. In 1951 the Fifth 
Circuit upheld the Tax Court’s prior 
finding that the acquisition of stock of 
another corporation and its subsequent 
liquidation were parts of a single trans- 
action, i.e., the purchase of the liqui- 
dated corporation’s assets. 

The basis of the assets to the pur- 
chasing corporation was deemed to be 
the cost paid therefor and not the basis 
of the liquidated corporation. In other 
words, the Court recognized the reali- 
ties of the situation and did not rely 
on strict legalities to restrict the pur- 
chaser’s basis. 

(Kimbell-Diamond 

(CCA-5) March 16, 


Milling 
1951.) 


Company, 


Claims for Refund 

care- 
The 
were 
deci- 


Claims for refund should be 
fully and completely prepared. 
dangers of faulty preparation 
vividly illustrated by two 1951 
sions : 

A corporation which based its claim 
for refund of undistributed profits tax 
on section 26(f) of the 1936 Revenue 
Act was not entitled to have the Court 
consider a refund under section 26 
(c)(3), which was not referred to in 
the refund claim. 

(Nemours Corporation v. U. S., (CCA-3) 

April 19, 1951; cert. den., Oct. 8, 1951.) 

A claim for refund was based upon 
the grounds that taxpayer’s spouse was 
his partner. The court found that 
under state law she could not be a part- 
ner but could be and was a co-venturer. 
Nevertheless, the claim was rejected 
because it was not based upon the ex- 
istence of a joint venture. 

(Victor T. Schaefer, Jr. x. U.S. U.S. 

District Court, Hawaii; June 22, 1951.) 


Interest 
Where a deficiency is wnassessed 
and is wiped out by the allowance of a 


1952 


section 722 claim, the interest on said 
potential deficiency is similarly elimi- 
nated. 


(Henry River Mills Company v. U. 
U. S. Court of Claims; April 3, 1951.) 


On the other hand, where a defi- 
ciency is assessed and then subsequent- 
ly eliminated by an unused credit 
carryback, the interest on that original 
deficiency remains due and payable. 

(De Soto Hardwood Flooring Co., Inc., V. 


U. S., U. S. District Court, Tennessee; 
Dec. 20, 1950.) 


Penalties 


The penalty for failure to file either 
a personal holding company or excess 
profits tax return was not imposed 
when the taxpayer made all of the per- 
tinent data available to and relied upon 
a competent tax adviser. That adviser 
could be either an accountant or a 
lawyer. 
(Watkins Patents, Inc., Tax Court Memo 
Decision—Nov. 30, 1950; Heil Beauty 
Supplies, Inc., Tax Court Memo Decision 
—Dec. 13, 1950; Electroline Sales Com- 
pany, Tax Court Memo Decision—Jan. 
30, 1951; Plastic Parts Development Corp., 
Tax Court Memo Decision—June 18, 1951.) 


On the other hand where the tax 
adviser obviously failed to consider the 
question at issue or made an inadequate 
investigation into it, the penalty was 
imposed. 


(Simone 
Decision ; 


Corporation, Tax Court Memo 
Jan. 25, 1951.) 


Where pertinent information was 
not given by the client to the account- 
ant, the penalty for failure to file a 
personal holding company return was 
levied. 

(Burton Swartz Land Corporation, Tax 

Court Memo Decision—Jan. 25, 1951; ap- 

pealed.) 

A negligence penalty for omission of 
income was not eliminated when the 
tax for that year was eliminated by a 
loss carryback. 


(C. V. 17, ¥.€,,; No. 95 


L. Corporation, 
Nov. 23, 1951.) 
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O.P.A. Penalty Payments 
Payments to the Office of Price Ad- 
ministration because of violations made 
intentionally and knowingly are not de- 
ductible. 
(National Brass Works, Incorporated, 16 
T.C. 1051—May 15, 1951; appealed.) 
Where, however, the taxpayer over- 
charged customers without wilfulness, 
intention, or carelessness, payments to 
the Office of Price Administration were 
deemed deductible. Permitting this de- 
duction could not frustrate the enforce- 
ment of the law. 
(Utica Knitting Company v. Shaughnessy, 
United States District Court, Northern 
New York—Sept. 15, 1951; Pacific Mills, 
17 T.C., No. 80; Oct. 26, 1951.) 


Taxable Years 

Corporate taxpayer's taxable year 
begins on date of incorporation, and not 
when actual business activities com- 
menced. 

(Ajax Engineering Corporation, 17 T.C 

No. 12; July 27, 1951.) 

The family partnership issue may 
have an important bearing on the ques- 
tion of taxable years. The admission 
of a new. partner (if recognized) 
creates a new partnership which may 
elect a taxable year different from that 
of its predecessor. On the other hand, 
where the new member is not recog- 
nized as a bona fide partner, the change 
in taxable year will be disregarded. 

(Walter F. Lucas et al v. Arnold and 

Dunlap, U. S. District Court, Texas; 

March 14, 1951; Elwyn White Tomlinson, 

Tax Court Memo Decision—Aug. 31, 

1951; appealed. ) 


” 


Bad Debts 


What is the nature of the bad debt 
loss which arises from a loan by a 
stockholder-officer to a controlled cor- 
poration? Is it a non-business bad debt 
deductible only as a short-term capital 
loss, or is it a business bad debt and 
hence fully deductible ? The courts have 
passed upon this issue thirteen times 
during 1951 and only on four occasions 
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have they determined the loss to be a 
business bad debt. 

A study of these four favorable deci- 
sions indicates the following: 


An 
more 
time. 


individual 
than one 


(a) may engage in 


business at a 


A business bad debt need not 
be in connection only with the 
business to which the taxpayer 
devotes the major portion of his 
time. 

Where an_ individual makes 
loans to a number of businesses 
and takes part in their manage- 
ment over and above passively 
giving financial aid, he is en- 
gaged in the business of invest- 
ing and personally participating 
in various ventures. Resultant 
bad debts are business bad debts. 


(b) 


(d) If the losses qualify as business 
bad debts, they may form part 
of a net operating loss carryback 
or carryforward. 

The promotion, organization 
and management of a group of 
real estate corporations consti- 
tute a trade or business. 

(R. S. Lander v. W. D. Self, United States 
District Court, Arkansas; Oct. 23, 1950; 
Don R. Hanna, Tax Court Memo Decision; 
June 6, 1951; Weldon D. Smith, 17 T.C., 
No 17; July 31, 1951; Jacob and Charlotte 
Merk, Tax Court Memo Decision; Aug. 
/, (931.) 


(e 


Charitable Contributions 
Contribution checks drawn and de- 

livered in 1946 but cashed in 1947 

were held deductible in 1946. Taxpay- 

ers should not, however, rely on this 

case as support for improprieties. 
(Estelle Broussard, 16 T.C. 23; Jan. 9, 
1951.) 


Embezzlement Losses 

When is an embezzlement loss de- 
ductible? In the year of occurrence or 
year of discovery? This troublesome 
point remained largely unresolved dur- 
ing 1951. 

Where an embezzlement occurred 
over a number of years, the resultant 
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loss was not deductible in the year of 
discovery. 

(Martha L. Alison v. U. S., U. S. District 

Court, Pennsylvania; May 17, 1951.) 

Where, however, the exact dates of 
the embezzlement could not be ascer- 
tained after diligent efforts to do so, 
the loss was permitted as a deduction 
in the year of discovery. 

(Stevenson-Chislett Inc. v. U. S., U.S. 

District Court, Pennsylvania; June 28, 

1951; appealed.) 

The unfair results of these decisions 
did not apparently bother the court. It 
would appear that where the embezzler 
is inept or the accountant astute and, 
as a consequence, the dates of embezzle- 
ment can be established, the taxpayer 
may lose the deduction if the crime is 
discovered late. But where the embez- 
zlement dates cannot be ascertained, 
there is a likelihood that the taxpayer 
may deduct the loss when discovered. 


Expenses Paid After Sale 

or Liquidation 

Payment by a stockholder, as trans- 
feree after liquidation, of a corporate 
tax deficiency or other corporate ex- 
pense, is deductible as an ordinary loss 
and not as as long-term capital loss. 

(Seth M. Milliken, 15 T.C. 243; Sept. 21, 

1950 (N.A.); Frederick R. Bauer, et al., 

15 T.C. 876; Dec. 14, 1950 (N.A.) ; Tatem 

Wofford, Tax Court Memo Decision; July 

31, 1951; Frederic M. Paist, Tax Court 

Memo Decision; Oct. 11, 1951.) 

A\ somewhat related case yielded a 
different result. Petitioner sold stock 
subject to an agreement to refund a 
portion of the sales price if certain 
eventualities occurred. Pursuant to 
this agreement, taxpayer was obliged to 
make a refund in a year subsequent to 
sale. This payment, the court held, was 
not deductible as an ordinary loss and 
distinguished it from the foregoing line 
of decisions by pointing out that the 
payment in question was made _ pur- 
suant to the contract of sale. Hence, 
it was an adjustment of that sale and 
deductible only as a capital loss. 

(Duveen Brothers, Inc., 17 T.C., No. 15; 

July 31, 1951.) 
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Post-Liquidation Sale 

Corporate taxpayer was held not to 
have realized income from the lease and 
sale of its property by stockholders 
after liquidation. 

(J. T. Wurtsbaugh v. Commissioner, 

(CCA-5) March 28, 1951; Doyle Hosiery 

Corporation, 17 T.C., No. 70; Oct. 10, 

1951.) 

On the other hand where the post- 
liquidation sale was initiated and nego- 
tiated by the corporation, the resultant 
gain was taxed to the corporation. 

(St. Louis Union Trust Company v. Fin- 

negan, U. S. District Court, Missouri; 

Dec. 7, 1951.) 


Capital Gains 

As long as high rates on ordinary 
income continue to prevail, the search 
for long-term capital gains will go on 
unabated. In 1951, the following deci- 
sions in this connection should be of 
interest : 

Where a lessee sells or assigns to a 
new occupant for a valuable considera- 
tion his remaining right of occupancy 
under a lease, any resultant gain would 
be a capital gain. The courts have, 
however, gone even further and have 
ruled that surrendering the premises 
to the lessor prior to the expiration of 
the lease was equivalent to a sale there- 
of, and hence produced a capital gain. 

(Isadore Golonsky, 16 T.C. 1450; June 29, 

1951.) 

The dangers implicit in attempting 
to realize capital gains by partial stock 
redemptions is illustrated by one 1951 
decision which held that a series of cor- 
porate distributions had the effect of 
eliminating entirely the interests of two 
out of three stockholders and replacing 
them with two other stockholders. It 
found that the third stockholder re- 
ceived a similar distribution but at all 
times remained a one-third shareowner. 
The retiring stockholders were held to 
have received liquidating dividends but 
the remaining stockholder was taxed on 
his distribution as an ordinary dividend 
under Section 115(g) I.R.C. 


(James F. Boyle v. Commissioner, (CCA- 
3) Feb. 27, 1951; cert. den., Oct. 8, 1951.) 
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Sale of the good will of a business 
will produce a capital gain. 

(Lester T. Cox et al v. U. S., U. S. Dis- 

trict Court, Arizona; June 18, 1951.) 

Taxpayer correctly reported the gain 
on a sale of stock when the amounts 
received exceeded cost, where said sale 
was made for an indeterminate amount. 
However, he erred in reporting the 
gain as a long-term capital gain be- 
cause more than six months elapsed 
between the dates of acquisition and 
final payment. Since the actual sale 
was made less than six months after 
acquisition the gain was short term in 
nature. 


(William A. Cluff, 17 T.C., No. 27; Aug. 
20, 1951.) 


Taxpayer issued an option to pur- 
chase stock which had been held by 
him less than six months at that date. 
The option was exercised at a date 
more than six months after acqitisition. 
It was held that the resultant profit was 
to be treated as a long-term capital 
gain. 

(George N. Dorrow, Jr. vy. E. L. Deal, 

et al., U. S. District Court, Alabama ; 

April 19, 1951.) 


Section 102 Surtax 


In five encounters with the courts 
on cases involving the imposition of the 
Section 102 penalty surtax, the tax- 
payer emerged victorious three times. 
The following observations may be 
gleaned from some of these decisions : 

Evidence was submitted. proving 
need for expansion but there was no 
proof that the taxpayers had formally 
or informally decided to commit any 
corporate funds to the construction 
of such facilities. 

The court was not influenced by 
the fact that material shortages made 
it impossible to put the contemplated 
expansion plans into effect. 


The court considered the redemp- 
tion of preferred stock without a 
legal requirement to do so as an ad- 
verse factor. 
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The failure to pay accumulated 
dividends upon the redemption of 
stock was frowned upon by the court. 
(Koma Incorporated v. Commissioner; 
Tulsa Broadcasting Company v. Commis- 
sioner, (CCA-10) May 16, 1951.) 

On the other hand the taxpayer suc- 
cessfully avoided the Section 102 sur- 
tax by submitting proof of the follow- 
ing : 

Funds were needed to finance in- 
creased inventories and _ receivables 
resulting from expected increase in 
sales volume. 

Corporation planned to purchase 
the property it rented. 

(Shaw & Keeter Motor Co., Tax Court 

Memo Decision; Aug. 16, 1951.) 

Taxpayer was engaged in a pro- 
gram of converting its small stores 
into super-markets. 

(A. H. Phillips, Inc., Tax Court Memo 

Decision; Oct. 22, 1950.) 


Time for Accrual 

The question of when items of in- 
come or deduction accrue for tax pur- 
poses continues to plague both taxpay- 
ers and the courts. 

Taxpayer was engaged in strip min- 
ing activities and was obligated to refill 
the properties as soon as mining opera- 
tions were concluded. Work in the 
mines was concluded in 1945. Tax- 
payer could not back-fill immediately 
and accordingly set up a provision in 
that year for the estimated cost there- 
of. The actual work was performed in 
1946. The court ruled that a legal lia- 
bility existed in 1945 and only the exact 
amount thereof was not fixed. The de- 
duction was permitted in the earlier 
year. 

In this case the taxpayer voluntarily 
adjusted the provision to the actual 
amount expended. It is by no means 
certain that this adjustment is required. 

(Paul Harrold vy. Commissioner, (CCA-4) 

Dec. 7, 1951.) 

One of taxpayer’s ships was requisi- 
tioned by the government in 1942 but 
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the resultant award could not be rea- 
sonably ascertained in that year since 
the prime contractor denied liability. It 
was held that amounts received in 1947 
under the Contract Settlement Act of 
1944 could not be accrued and reported 
in 1942 when the contract cancellation 
occurred. Nor was it reportable in 1944 
when the legal basis for the award 
came into being since it was not then 
ascertainable. It was taxable in 1947 
when fixed and paid. 
(Henry Hess Co., 16 T.C., No. 164; June 
18, 1951; The Apex Electrical Manufac- 
turing Company, 16 T.C. 1171; May 29, 
1951.) 


Percentage rent based on tenants’ 
sales for years ended January 31 and 
payable ten days thereafter was held 
accruable as income for years with re- 
spect to which it was due and not for 
the succeeding year when it was pay- 
able. 

(The Heer-Andres Investment Company, 

17 T.C., No. 91; Nov. 19, 1951.) 

Petitioner contracted to charge cus- 
tomers an additional amount per unit, 
in consideration for which it agreed to 
furnish certain specified advertising 
services and materials. The court found 
that these charges were received under 
a claim of right, without restriction as 
to disposition, and that no attempt was 
made to segregate such funds. Accord- 
ingly, the unexpended portion thereof 
was taxable income in the year of re- 
ceipt, notwithstanding the possibility 
that refunds of such balances might 
have to be made in future years. 

(Krim-Ko Corporation, 16 T.C. 31, Jan. 

11, 1951.) 

On the other hand, where advances 
for reasearch purposes were made sub- 
ject to a strict contractual obligation to 
make certain studies and to refund the 
unexpended balance at their conclusion, 
the court found that a trust fund had 
been created and that the excess credits 
were a liability and not income. 


(Broadcast Measurement Bureau, Inc., 16 
l’.C. 988; May 10, 1951, Acq.) 


Where a 1944 bonus was _ subse- 
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quently found to have been excessive 
and was therefore paid back in 1946, 
the Supreme Court ruled that the re- 
payment was a deduction in 1946 and 
did not represent an adjustment of 
1944 income. 

(U.S. v. Ellis R.. Lewis, 71S. Ct, 522: 

March 26, 1951.) 

Presumably, if the excessive bonus 
had been repaid in the same taxable 
year when received, taxpayer would 
have been taxed only on the net bonus 
actually retained. However, this does 
not apply when a properly declared 
dividend is involved. A corporation 
declared and paid a dividend because 
it was informed that it was a personal 
holding company. Within the same 
taxable year, it was discovered that this 
dividend was not required and hence 
it was refunded by the stockholders. 
The court ruled that the dividend was 
received under a claim of right and 
hence was taxable. Presumably the re- 
fund was deemed a capital contribution 
and hence was not deductible. 

(Ellsworth Appel et al. v. U. S., U. S. 

District Court, Missouri; June 20, 1951.) 


Methods of Accounting 

Taxpayer maintained his books of 
account on the accrual basis but re- 
ported on the cash basis for tax pur- 
poses. Commissioner correctly adjusted 
his 1945 return to reflect the accrual 
basis but erred in adding to that year’s 
income the opening accounts receivable. 

(Robert G. Frame, 16 T.C. 600; March 8, 

1951; appealed.) 

Petitioner operated a hotel which in- 
volved, in part, the purchase and sale 
of merchandise. The court agreed with 
the Commissioner that inventories 
were a material income-producing 
factor and had to be reflected for tax 
purposes. However, it was ruled that 
opening as well as closing inventories 
had to be used in the year of adjust- 
ment. 

(Marian and Harriette Schuyler, Tax 

Court Memo Decision—May 11, 1951; ap- 

pealed. ) 

Similarly, where taxpayer kept his 
books and reported on the accrual basis 
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except that credit sales were reported 
on the cash basis, the Commissioner 
was deemed correct in adding accounts 
receivable at the year’s end to income, 
but erred in including the opening ac- 
counts receivable as well. 
(George and Camille Cohn, Tax Court 
Memo Decision, May 11, 1951; Joseph S. 
Caldwell, Tax Court Memo _ Decision, 
June 29, 1951.) 

g, the court 
ruled that no change in method of ac- 
counting was involved, merely a change 
in the method of reporting income. On 
the other hand, where a taxpayer, oper- 
ating a hotel or tavern, maintained his 
books on the cash basis, the court found 
that they did not fairly reflect income. 
The Commissioner was, therefore, act- 
ing with propriety in placing his re- 
turns on the accrual Further- 
more, the Commissioner was not 
obliged to give effect to the opening 
inventory in the year of change. 

(Daniel Montgomery, Tax Court 
Decision; June 14, 1951.) 


In all of the foregoing 


basis. 


Memo 


Petitioner reported its income on the 
compieted-contract basis. Prior to the 
completion of the contracts, it trans- 
ferred all of its assets in liquidation to 
its parent corporation. The Commis- 
sioner was sustained in allocating to 
the dissolved corporation its share of 
the contract profits on a percentage-of- 
completion basis at the date of reor- 
ganization, 

Commis- 
cert. den., 


(Standard Paving Company v. 
stoner, (CCA-10) June 26, 1951; 
Oct 22.1951.) 


Loan or Stock 


The Commissioner continued his ef- 
forts to eliminate the tax distinctions 
between a stock investment and a loan 
made to a controlled corporation. 

Interest on stockholders’ loans was 
disallowed as a dividend distribution 
where, upon incorporation, the stock- 
holders paid in $75 for stock and $75,- 
000 as loans, a 1,000 to 1 ratio. 

(Kipsborough Realty Corp., Tax Court 

Memo Decision, Sept. 28, 1951.) 
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Similarly, a stockholder’s loss was 
deemed to be a stock loss rather than 
a bad debt where a corporation ws 
formed primarily by a transfer of prop- 
erty. The complete stock investment 
totaled $6,500. The stockholders simul- 
taneously advanced $20,000 on the cor- 
poration’s unsecured, demand, interest- 
bearing note. Subsequently, additional 
funds were advanced for similar notes. 
The interest on all of these notes was 
never fully paid. The courts ruled that 
the corporation had been inadequately 
capitalized and that the loans were, in 
reality, additional stock investments. 

(Erard and Elizabeth Matthiessen, 16 T.C. 

781; April 13, 1951.) 

Advances made by a corporation to 
its subsidiary without the issuance of 
notes, without specifying a maturity 
date and without establishing a right 
to enforce payment thereof as debts in 
the event of a default, were deemed 
placed at the risk of the business and 
hence investments rather than loans. 

(Powers Photo Engraving Co., Inc., 17 

T.C., No. 44; Sept. 28, 1951.) 


Excess Profits Tax (Old Law) 


Proceeds of Use and Occupancy in- 
surance were deemed not to constitute 
abnormal income since they were not 
attributable to other years. 

(Carroll Furniture Co., 15 T.C. 943; Dee. 

27, 1950.) 


An insolvency reorganization was 
deemed tax-free even though all of the 
securities of the resultant corporation 
were issued only to the first mortgage 
bondholders of the predecessor. The 
former stockholders and second mort- 
gage bondholders received none of the 
securities of the new corporation. 
Petitioner was held entitled to the pre- 
decessor’s basis for depreciation and in- 
vested capital purposes. 

(Connohio, Inc., et al., Tax Court Memo 

Decision; Dec. 7, 1950.) 

Sorrowings to finance the purchase 
of key-man and stock repurchase insur- 
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ance policies were held to have been 
incurred for business purposes and 
hence were properly includible in bor- 
rowed capital. The same conclusion 
was reached where the borrowed funds 
were invested in bonds as part of a 
program to build up bank credit and 
where a profit was realized on the sale 
of said bonds and on the interest col- 
lected. 
(The Emelord Co., Inc. v. Commissioner, 
(CCA-3) May 10, 1951; Mahoney Motor 
Company v. Commissioner, (CCA-8) Nov. 
20, 1951.) 


Family Partnerships 

There were 49 favorable and 24 un- 
favorable decisions involving family 
partnerships during 1951 without pro- 
ducing any marked changes in prevail- 
ing court or government policy. 


Professional Fees 

Legal fees in connection with con- 
testing a gift tax deficiency were held 
not deductible. This decision, which 
the writer respectfully believes to be 
unsound, is being reviewed by the 
Supreme Court. 

(U.S. v. Joseph T. Lykes, (CCA-5) April 

2/, 1951.) 

On the other hand, fees in connec- 
tion with securing an estate tax refund 
or resisting an estate tax deficiency 
were ruled deductible. 

(Rk. Stewart Malloch v. Westover, U. S. 

District Court, California; Feb. 16, 1951; 

Estate of Frank L. Gray, Tax Court Memo 

Decision; Aug. 28, 1951.) 

Fees and litigation expenses incurred 
by a corporation are fully deductible 
even though stockholders are co-de- 
fendants. 


Kanne, 
Oct. 23, 


Limited v. 
Hawaii; 


Factors, 
District Court, 


(American 
aE 
1951.) 
Counsel fees paid by a trust bene- 

ficiary to protect his interest in trust 

income and corpus were held deducti- 

ble as a non-business expense. 
(Herman and Gay Iletcher, Tax Court 
Memo Decision; Aug. 28, 1951.) 
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Legal fees incurred in connection 
with bankruptcy proceedings were held 
capital expenditures and hence not 
deductible. 


(International Building Company v. U. S., 
ORCS 22, 


District Court, Missouri; Jan. 22, 

1951.) 

The time for deducting legal and 
accounting fees received its fair share 
of attention during 1951. Where an 
accountant was retained in 1943 to 
audit taxpayer’s 1942 records, per- 
formed his services and was paid in 
1943, his fee was deemed deductible in 
the latter year. Legal services rendered 
over a period of years did not accrue 
ratably, but accrued and became de- 
ductible only when a basis arose for 
setting the amount thereof within rea- 
sonable limits. 

(Accurate Tool Co., Inc., et al., Tax Court 

Memo Decision; April 11, 1951; Canton 

Cotton Mills v. U. S., U. S. Court of 

Claims; Jan. 9, 1951.) 


Mortgaged Property 

The excess of the mortgage over the 
net cost basis of the property consti- 
tutes a taxable gain to the mortgagor 
upon the surrender of the property to 
the mortgagee. 

(Philip S. Parker, Jr. v. Delaney, (CCA- 

1) Dec. 28, 1950; Woodsam Associates, 

Inc., 16 T.C. 649; March 28, 1951.) 

Where a loss is incurred by the 
mortgagor on foreclosure and_ the 
premises is rental property, it is fully 
deductible under section 117(j), In- 
ternal Revenue Code. 

(Herbert and Doris Rothschild v. Berliner, 

U. S. District Court, California; Oct. 2, 

1950.) 

The basis of the property acquired 
by the mortgagee upon foreclosure is 
its fair market value regardless of how 
the mortgage was acquired. 

(Achilles H. Kahn, 16 T.C., No. 117; May 

4, 1951.) 


Miscellaneous Decisions 


Where an individual paid salaries to 
children which were deemed unreason- 


(Continued on page 120) 
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Practice and Procedure in the Office of the 
Collector of Internal Revenue 


By Davin Zack, C.P.A. 


HE average practitioner probably 
Rin more contact with the Office of 
the Collector of Internal Revenue than 
with any other section of the Bureau 
of Internal Revenue. Notwithstanding 
this fact, however, there is less infor- 
mation available about practice and 


procedure in this organization than in 


any other division of the Treasury De- 
partment. An attempt will be made in 
this paper to present those procedural 
aspects of the Collector’s operations 
which would have the most practical 
interest for the accounting and tax 


practitioner. 





Davip Zack, C.P.A. and member 
of the Bar, is a member of our So- 
ciety and of its Committee on Fed- 
eral Taxation. He is Chairman of 
the Committee on Municipal and 
Local Taxation. 

Mr. Zack is a Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration and at the’ New York 
University Institute on Federal 
Taxation. He is the Editor of The 
Excess Profits Tax Exchange in 
The New York Certified Publi 
Accountant. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
a partner in the firm of David 
Berdon & Co., Certified Public 
Accountants. 

This paper was presented by Mr. 
Zack at a technical meeting of the 
Society held on October 4, 1951, 
under the auspices of the Committee 
on Federal Taxation. 
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Function of the Collector’s Office 
The Collector of Internal Revenue, 
is, as the name implies, the treasurer 
of the 
rather than its auditor—which function 


3ureau of Internal Revenue 


is served by the Offices of the Internal 
Revenue Agent in Charge. As such, 
the Collector is primarily concerned 
with a taxpayer’s ability to pay and the 
actual physical collection of the tax 
rather than the mere theoretical and 
technical legal tax liability. Of course, 
as in all large organizations, there is 
some overlapping of functions and the 
Collector’s office is charged with a 
small amount of auditing duties. The 
following listing represents the major 
aspects of the responsibilities of the 
sixty-four collectors whose offices serv- 
ice the United States of America and 
its territories: 
1. Issues all tax forms and accepts the 

executed returns. 

Grants extensions of time for the filing 

ot returns. 

Imposes and collects penalties for late 

filing and failure to file. 

Assists taxpayers in the preparation of 

their returns. 

Keeps all the accounts and records. 

Makes assessments of tax. 

Collects the assessments. 

Audits small returns. 

Has wide jurisdiction in connection with 

excise and miscellaneous taxes. 

Canvasses his district in order to dis- 

cover taxable persons and objects. 


Internal Organization 

The Collector's office has to cope 
with a tremendous administrative prob- 
lem—the classification, analysis and 
listing of well over seventy-five million 
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Practice and Procedure in the Office of the Collector of Internal Revenue 


tax returns every year. This invioves 
a huge staff with its concomitant per- 
sonnel problems and the maintenance 
of detailed and intricate records. It 
might be helpful to the practitioner to 
have at least a general idea of the na- 
ture of this internal clerical operation. 

When the returns are initially re- 
ceived at the Collector’s office, they are 
sorted several times in accordance with 
specific principles of segregation. The 
returns are classified as to type of tax, 
specific forms, with or without re- 
mittance, nature of remittance, etc., 
etc., etc. Income tax returns are then 
classified as Agent or Collector Re- 
turns, depending upon the amount of 
adjusted gross income and gross re- 
ceipts in the case of individuals and the 
character of the returns in the case of 
other taxpayers. Generally speaking, 
Form 1040s with an adjusted gross in- 
come of less than seven thousand do!- 
lars remain with the Collector for audit 
while other individual returns includ- 
ing those with gross receipts in excess 
of $25,000.00 or involving capital trans- 
actions, notwithstanding the amount of 
adjusted gross income, are deemed 


. Agents’ Returns. Partnership returns 


showing receipts in excess of $100,- 
000.00 and all corporate returns are 
likewise transferred to the Agent’s 
Office for examination. 

After the returns have been broken 
down into the various categories, they 
are numbered in blocks of a hundred. 
These are the block numbers which are 
so often referred to in connection with 
the identification of tax payments. 

After segregation, classification and 
numbering, the returns are listed, 
scheduled or recorded. A return is listed 
when its face shows a tax liability 
which is thereupon assessed through 
the listing mechanism. A Form 23C is 
generally used for this purpose. If the 
tax return indicates that a refund is 
due to the taxpayer, the refund is sched- 
uled for transmittal to the Disbursing 
Officer of the Treasury Department. 
This office does not function as a unit 
of the Bureau of Internal Revenue but 
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is a separate arm of the Treasury De- 
partment, which may account for some 
of the delay in the actual transmittal 
of refund checks after a refund has 
been scheduled by the Collector’s office. 
The local Office of the Collector of 
Internal Revenue has the complete 
jurisdiction over refunds of less than 
$1,000.00. Those tax returns which 
show no deficiency or refund are re- 
corded by the clerical personnel in the 
Collector’s office. 

The Audit Section of the Collector’s 
Office reviews all the returns for mathe- 
matical accuracy and obvious mistakes 
on the face of the return. After this 
preliminary examination, it selects 
those Collecor’s returns which it de- 
sires to audit. Finally, all tax liabilities, 
credits and balances are posted to indi- 
vidual accounts for each taxpayer. 


Field Organization 

The field division of the Collector’s 
Office is primarily concerned with the 
actual collection of assessed taxes. This 
division is generally headed by a Chief 
Field Deputy who heads a staff of 
Deputy Collectors. These Deputy Col- 
lectors function in squads of twenty- 
five to thirty men under the guidance 
of Section or Division Chiefs. The 
geographical area of the Collection Dis- 
trict is usually broken down among 
the Deputy Collectors who each handle 
the matters in their respective terri- 
tories. Some offices have established a 
Field Clerical Force (FCF) which at- 
tempts to clear up some of the delin- 
quent accounts by mail before assign- 
ment to a field deputy. 

Many field offices have established 
an Adjustment Section which handles 
inquiries, complaints and adjustments 
made by taxpayers in person, by mail 
and over the telephone. This section 
acts as a sort of troubleshooter and co- 
ordinates the functioning of the other 
sections in particular situations. Some 
of the larger offices also have special- 
ized squads of field deputies such as 
Bankruptcy Squads, Fraud Squads, 
etc. 
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Assessment Procedure 

The heart of our democratic system 
of taxation is the so-called ‘‘self-assess- 
ment’ system. In these days of sensa- 
tion seeking headlines, it is heartening 
to remember that all but a very small 
percentage of our vast tax revenue is 
voluntarily assessed and paid by our 
law abiding citizens without any co- 
ercion whatsoever, other than the sim- 
ple requirements of the law. 

The taxpayer’s own return therefore 
serves as the basis for the original 
assessment of tax by the local Collector 
of Internal Revenue. This original as- 
sessment may be voluntarily corrected 
by the taxpayer by means of an amended 
return. Other assessments will nor- 
mally result from action taken by the 
Bureau of Internal Revenue. 

lf the taxpayer agrees with the pro- 
posed findings of a field revenue agent, 
he will sign a form 870—“Waiver of 
Restrictions on a Proposed Assess- 
ment”. This waiver will permit the 
certification of this tax deficiency on an 
assessment list to the local Collector of 
Internal Revenue for assessment and 
collection. Since the taxpayer has 
agreed to the assessment of the tax, 
he is not concerned about the loss of his 
right to recourse to the Tax Court. 
However, in the event that the tax- 
payer should change his mind after the 
execution of the form 870, it is im- 
portant that the waiver be retrieved 
prior to the preparation and certifica- 
tion of the assessment list, otherwise 
the taxpayer will lose his day in the 
Tax Court. 

Should the taxpayer fail to come to 
an agreement with the examining agent 
in the field, a settlement may be negoti- 
ated with the conference section in the 
Office of the Internal Revenue Agent 
in Charge. This agreement is evidenced 
by the execution of a similar form 870 
and the considerations previously set 
forth apply with equal force and effect 
here. A similar procedure results from 
a settlement in the Technical Staff ex- 
cept that the form used there is an 870 
TS which is an ordinary form 870 with 
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the added condition that the taxpayer 
agrees not to file a claim for refund 
for the contested tax. The validity of 
this proviso is not free from doubt and 
will undoubtedly be discussed in an- 
other paper. 

If, at any stage of the proceedings in 
the Office of the Internal Revenue 
Agent or in the Technical Staff, a statu- 
tory notice of deficiency was sent to the 
taxpayer by registered mail, an assess- 
ment will be made against the taxpayer 
90 days after the issuance of the statu- 
tory notice, unless a petition has been 
previously filed with the Tax Court. 

The Collector of Internal Revenue 
possesses a very potent weapon for the 
assessment of tax in the power to make 
jeopardy assessments. Forunately, this 
power is used with a great deal of dis- 
cretion and seldom abused inasmuch as 
it can do irreparable damage to a busi- 
ness. Whenever the collection of a tax 
is in jeopardy, the Collector may make 
a jeopardy assessment without waiting 
for the expiration of the statutory 
ninety day period. This power is sel- 
dom used in the absence of serious 
fraud or an attempt to defeat the col- 
lection of the revenue by the withdraw- , 
al of person or property from the 
jurisdiction. It is also sometimes used 
in special situations such as bankrupt- 
cies or receivorships where the govern- 
ment must quickly establish its position 
as a creditor. 

Once an assessment has been made 
against a taxpayer on the books of the 
Collector, it may be cleared in one of 
the following four ways: 

(1) Payment. 

(2) Application or offset of a refund. 

(3) Compromise. 

(4) Form 53—Collector’s Claim for 

Uncollectible Taxes. 

Payment of an assessment may be 
made voluntarily by the taxpayer or 
collection may be enforced by the Col- 
lector by one of the methods set forth 
later herein. Any refund of tax due to 
a taxpayer will be applied against any 
outstanding deficiencies on the books of 
the Collector. Refunds due to related 
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Practice and Procedure in the Office of the Collector of Internal Revenue 


taxpayers generally will not be applied 
against a deficiency without the ex- 
press written consent of the party en- 
titled to the refund. Interesting situa- 
tions have developed in family partner- 
ship situations where insolvencies have 
occurred and family relationships and 
loyalties have changed. Many such 
cases will undoubtedly reach the courts 
for final adjudication. 

The procedure regarding offers in 
compromise will be discussed in de- 
tail later herein. 

The Form 53 is normally used only 
as a last resort by the Deputy Collector 
who cannot secure any other settlement 
of an assessed tax and is convinced 
that the claim is uncollectible. This 
technique is normally used with a great 
deal of discretion as it could be subject 
to abuse and is generally reviewed very 
carefully administratively. It is gener- 
ally to the advantage of the taxpayer 
to close an assessment by an offer in 
compromise rather than by means of a 
Form 53, inasmuch as the latter is al- 
ways subject to review and may be 
reopened at any time prior to the ex- 
piration of the statute of limitations. 


Collection Procedure 

The Collector of Internal Revenue 
has tremendous power to enable him 
to collect assessed taxes and penalties 
and interest thereon. Fortunately, this 
mailed fist is generally encased in a silk 
glove but the potential knockout blow 
is ever present and the vulnerable tax- 
payer should keep his defenses up at 
all times. In other words, federal tax 
liabilities should never be taken lightly 
—a mere lapse of time is never a sub- 
stitute for payment or settlement. 

The collection machinery is generally 
set into motion, after the receipt of an 
assessment, by the issuance of a 10 day 
notice of assessment and demand for 
payment. The Form 23c which the 
Collector receives from Washington as 
part of the assessment list starts the 
running of the statute of limitations on 
the collection of the tax. If the demand 
for payment is not honored there is a 
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5% mandatory penalty for failure to 
pay all taxes, other than income taxes. 
This particular penalty is not subject to 
later compromise and if the tax will 
eventually be paid it would seem wise 
to honor this notice and save the 
penalty. 

If the first notice fails to’ bring re- 

ults, the taxpayer will receive a second 
and sometimes even a third notice be- 
fore the issuance of a warrant of dis- 
traint (Form 69). This warrant gen- 
erally has all the rights and powers of 
a docketed judgment and authorizes 
the Deputy Collector to collect the tax 
by levy and execution on the taxpayer’s 
personal property. The Collector is now 
also authorized to garnish the taxpay- 
er’s salary, and unlike the restrictions 
of local law, the Government may gar- 
nish 100% of a taxpayer’s wages in 
order to satisfy an outstanding tax lia- 
bility. Rather than kill the goose which 
lays the golden eggs, the Collector is 
usually willing to make an arrangement 
with taxpayers whereby a portion of 
the salary is returned to the taxpayer 
for living expenses, after garnishment. 

In addition to the warrant of dis- 
traint the Collector has the right to file 
liens against the taxpayer’s real and 
personal property. These liens have 
the full legal force and effect of any 
other recorded encumbrances and are 
of course generally not very helpful to 
a taxpayer’s credit standing. Most tax- 
payers are quite anxious to avoid either 
the filing of liens or the execution of 
the distraint warrant and try to make 
voluntary arrangements for the pay- 
ment of the tax by installments over an 
extended period of time. 

The local Collector of Internal Rev- 
enue has the power to enter into infor- 
mal agreements extending the time for 
the settlement of tax obligations. These 
payments always carry the full interest 
rate of 6% and normally do not extend 
beyond a 6 months’ period. These ar- 
rangements are usually predicated upon 
a sworn net worth statement submitted 
by the taxpayer which indicates at least 
a temporary frozen asset condition. 
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Although the arrangements generally 
call for a liquidation of the liability 
within 6 months, the agreements are 
very often renewed for additional 6 
month periods where the facts warrant 
such consideration. It should be em- 
phasized that the arrangements referred 
to herein, call for full payment of the 
entire tax plus interest and the only 
advantage secured by the taxpayer is 
the extension of time within which pay- 
ment may be made. 


Offers in Compromise 

The offer in compromise is one of 
the most effective tools with which the 
practitioner may help his client in the 
office of the Collector of Internal Rev- 
enue. In the event that the taxpayer 
cannot hope to meet his full tax obliga- 
tion, despite liberal installment arrange- 
ments granted by the Collector, the 
offer in compromise should be given 
full consideration by the taxpayer’s rep- 
resentative. An offer in compromise 
may be accepted by the Government on 
either of two premises: 

1. Uncertainty as to collectibility. 

2. Doubt as to the validity of the 

liability for the tax. 

The first ground is of course predi- 
cated upon the taxpayer’s inability to 
pay and therefore depends upon the 
specific facts of each particular situa- 
tion. This aspect of the offer will be 
developed later herein in connection 
with the procedural requirements. 

The second basis for the offer in 
compromise, doubt as to the validity of 
the liability, does not mean that a previ- 
ously adjudicated tax liability may be 
reopened. The taxpayer is still restricted 
to his single day in Court but this 
provision in the law recognizes the fact 
that there are many situations where 
assessments are made without the tax- 
payer actually having that all-important 
day in Court. This occurs very often 
when taxpayers do not reply to prelimi- 
nary inquiries or facts are not available 


and 90-day letters are issued in order, 


to protect the Government against the 
expiration of the statute of limitations. 
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Taxpayers then permit the 90-day pe- 
riod to lapse without filing a petition 
with the Tax Court and an assessment 
automatically follows without any ac- 
tual consideration of the underlying 
issues. Such situations also arise in 
connection with jeopardy assessments. 
Sometimes questions of law and facet 
are so clouded and ever changing, as in 
the case of family partnerships, as to 
make the determination of correct tax 
liability very difficult. All of these con- 
ditions may be considered in connection 
with the acceptance by the Government 
of an offer in compromise. Generally 
speaking, however, it is always best if 
there is some doubt as to the collecti- 
bility of the tax which can be coupled 
with the uncertainty of the legal lia- 
bility. 
Legal Effect of Offer in Compromise 
The acceptance of offer in compro- 


mise is a legal contract between the 
taxpayer and the Treasury Depart- 


ment. As such, it is a binding and final 
arrangement which is voidable only 
upon a showing of legal mistake or 
fraud. A compromise under the statute 
settles the taxpayer’s total liability in a 
particular situation for taxes, penalty 


and interest. As a final binding ar- 
rangement, a compromise may not be 
reopened despite the subsequent de- 
velopment of net operating loss carry 
backs, the application of Section 3801, 
or any other reasons. These factors 
must therefore be given full considera- 
tion by the taxpayer’s representative 
before closing a compromise agreement. 

When an offer in compromise is 
made by a taxpayer, he agrees to waive 
all prior payments on account of the 
obligation to the Government and any 
refunds to which he may be entitled for 
years expiring prior to the date of the 
compromise. The statute of limitations 
regarding the collection of the tax is 
suspended while the offer is pending 
and for one year thereafter. The tax- 
payer also waives any further right of 
appeal which he may have to the Tax 
Court of the United States. If the offer 
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is made to pay the compromise in in- 
stallments, a default in the payment of 
any installment, would, at the option of 
the Government, accelerate all the in- 
stallment obligations or void the com- 
promise arrangement. 


Procedure re Offer in Compromise 


The offer to compromise the tax 
liability is made by the filing of a Form 
656. The form should be prepared in 
draft form first and discussed with the 
Technical Representative of the Collec- 
tor’s Office. The Collector’s Office is 
generally very cooperative in helping 
to see that the form is properly drafted 
in a technical sense. After the form is 
prepared, the Collector’s Office gener- 
ally likes to have the original and two 
copies filed. The amount offered in 
compromise must actually be deposited 
together with the Form 656 in the form 
of cash, certified check or postal money 
order. These cash offers are deposited 
by the Collector in a separate escrow 
account and are returned to the tax- 
payer if the offer in compromise is not 
accepted by the Bureau of Internal 
Revenue. The deposit made by the tax- 
payer is usually borrowed inasmuch as 
any other funds would be subject to 
levy by the Collector in the event that 
the offer is rejected and the monies are 
returned to the taxpayer. Form 656 C 
is used where the taxpayer decides to 
pay the offer in installments, which 
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may not extend beyond 1% years. 

In addition to the Form 656 and the 
cash deposit, the taxpayer must file 
Form 433 with the offer in compromise. 
Form 433 is a net worth and cost of 
living statement which is prepared un- 
der oath and subject to the penalties for 
perjury. The Bureau of Internal Rev- 
enue is as interested in the taxpayer’s 
potential earning capacity as in his cur- 
rent financial status. Assets are con- 
sidered at their forced sale value and 
every aspect of eventual collection pos- 
sibilities is considered by the Govern- 
ment. The age and physical condition 
of the taxpayer is of course very im- 
portant as is the possibility of the col- 
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lection of insurance proceeds in the 
immediate future. 

The Forms 656, 433 and the deposits 
are filed with the Deputy Collector for 
his first endorsement. The Collector 
must physically receive the offer and 
usually endorses his recommendation 
which is only the first step in the 
process. The Collector’s Office is au- 
thorized to make final recommendation 
in offers regarding taxes of $1,000 or 
less. All other cases are sent to the 
Office of the Internal Revenue Agent in 
Charge for verification of the net worth 
and further recommendations. If the 
case involves a matter which was previ- 
ously recommended for criminal prose- 
cution, the Special Agent’s Office joins 
in the verification of net worth and 
ability to pay. 

The Agent’s Office may make any 
number of recommendations ranging 
from complete acceptance to complete 
rejection of the offer. From the Office 
of the Internal Revenue Agent in 
Charge the offer in compromise and re- 
lated papers and reports go to the 
Technical Staff for review and final 
recommendation to the Division Coun- 
sel and ultimate approval by the Com- 
missioner of Internal Revenue and the 
Secretary of the Treasury or Under 
Secretary or Assistant Secretary of the 
Treasury, which is required for the final 
acceptance of the offer. The Technical 
Staft is the ultimate factor in all cases 
involving income, estate, or gift taxes. 

The local Collector of Internal Reve- 
nue has full authority in the disposition 
of offers of compromise re penalties for 
late filing and failure to file tax returns. 
There is usually no question of ability 
to pay in connection with these particu- 
lar offers in compromise and the Col- 
lector’s Office is usually willing to ac- 
cept any reasonable business cause to- 
gether with an offer equal to one-half 
of one per cent per month of the delin- 
quent tax. In this connection it should 
be remembered that a tax return should 
never be delayed because of inability to 
pay since the return may be filed with- 
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out any remittance and thereby avoid 
the imposition of penalties for late filing. 


Interest 

The question of interest on assess- 
ments and refunds has important prac- 
tical significance which is frequently 
overlooked by many practitioners. The 
interest charge on deficiencies is man- 
datory in the statute and the interest 
permitted on refunds is purely a mat- 
ter of legislative grace. The fact that 
there is no necessary equitable correla- 
tion between the two was emphasized 
by recent legislative proposals that the 
interest rate on income tax over-pay- 
ments be reduced to 2% while the 6% 
charge was maintained on the deficien- 
cies. Fortunately, this inequitable ap- 
proach was not adopted by the Con- 
gress but it illustrates the fact that the 
taxpayer has no basic rights regarding 
the payment of interest on over-assess- 
ments. 

Interest charges are made ior the use 
of money notwithstanding any question 
as to the ultimate validity of the under- 
lying tax assessment. Normally the 
Treasury Department will make no de- 
mands for tax payments prior to actual 
assessment but since the tax may have 
accrued on a prior date, interest will 
nonetheless be chargeable. Such inter- 
est charges may be avoided by the tax- 
payer by the payment of funds before 
any assessment. These moneys are de- 
posited by the Collector into a suspense 
account until such time as they may be 
credited against a specific assessment. 
However, in the event that such pay- 
ment exceeds the ultimate assessment, 
no interest will be paid on the over- 
payment. Payments made with tenta- 
tive returns when extensions are re- 
ceived for the filing of a return fall into 
this category. 

The interest rate is normally 6% on 
deficiencies and refunds. However, this 
is not a blanket rule and is subject to 
specific exceptions. Thus, the tax de- 
ferred by the application of a tentative 
carry-back loss (Form 1045 for indi- 
viduals and 1139 for corporations) 
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bears interest at the rate of only 3%, 
Where the taxpayer receives an exten- 
sion of time for the payment of estate 
tax because of undue hardship, there 
is no interest charge for the first 3 
months and the rate is 4% for the re- 
mainder of the period. The interest rate 
on judgments is also 4%. 

In connection with computation of 
interest on deficiencies the computation 
is made from the original due date of 
the tax return. The taxpayer therefore 
loses, for the purposes of the interest 
computation, any advantage of install- 
ment payments which may be permitted 
by the statute. On refunds, on the other 
hand, interest is computed from the 
actual date of the payment and where 
payments are made in installments it is 
presumed that the tax refunded was 
the last installment paid so that the 
interest credit is reduced to a minimum. 
These computations should be checked 
carefully as the local Collectors are 
often behind on their posting and mis- 
t.nes can easily be made. 

Interest resulting from the carry- 
back of a net operating loss commences 
from the date of the filing of a claim for 
refund. Form 1139, the so-called 
“quickie” claim is not a claim for re- 
fund and no interest is allowed when 
payment is made within 90 days. In 
the event that the taxpayer does not 
receive his refund within the 90-day 
period, a regular refund claim should 
be filed on Form 843 in order to protect 
the taxpayer’s claim for interest. In 
the event that the net operating loss 
carry-back results in the increase of 
another tax, interest commences to run 
on all the taxes simultaneously from 
the date of the filing of the claim for 
refund. 

The United States Supreme Court 
in the famous Seeley Tube and Box Co. 
case, 333 U. S. 561, decided that the 
carry-back of the net operating loss 
which more than offset a deficiency for 
the earlier year does not eliminate the 
interest charge on the deficiency from 
the due date of the return to the date 
of the application of the refund. We 
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‘therefore have the anomalous situation 


where a taxpayer is charged with inter- 
est on a tax for which he is not liable. 
That doctrine seems to have been weak- 
ened somewhat by the Babcock-Wilcox 
case in the Southern District of New 
York on July 5, 1951, when the District 
Court decided that the taxpayer was not 
liable for interest on additional income 
taxes which were offset by an overpay- 
ment of excess profit taxes arising out 
of the same transaction, namely the ap- 
plication of the 80% over-all limitation. 
The Court held that there was merely 
a reallocation of the total taxes which 
remained unchanged and that there was 
no deficiency in income tax and over- 
payment in excess profits taxes. It will 
be remembered that under the World 
War il law the excess profits tax was 
completely separate from the corporate 
income tax so that it would seem that 
the Court was motivated by equitable 
considerations. It would seem that sim- 
ilar considerations applied in the 
United States Court of Claims in the 
case of Henry River Mills Co. v. U. S., 
April 3, 1951, when the Court refused 
to permit an interest charge against an 
excess profit income tax deficiency 
which was wiped out by the allowance 
of a Section 722 Relief Claim. In that 
case the Court seized upon the techni- 
cality that no excess profits tax defi- 
ciency had ever been determined or 
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assessed and therefore vitiated the in- 
terest charge. 

Interest charges are computed to 
the earlier of the date of assessment or 
payment. If a deficiency is not paid 
within 10 days of the notice and de- 
mand, interest accrues on the assessed 
interest and may be re-assessed. The 
Field Deputy Collector personally com- 
putes the interest charges on assess- 
ments for which warrants of distraint 
have been issued. In the event that the 
taxpayer has signed Form 8/0, interest 
ceases to run 30 days after the accept- 
ance of the waiver or on the date of 
actual assessment of the tax, which- 
ever is earlier. Interest on refunds is 
computed to within 30 days of the 
date on which the check is issued. 
Where an over-assessment is applied 
as an offset to a deficiency, interest on 
the refund is computed to the date of 
offset. 

Interest is computed on the basis of 
years, months and days. On the basis 
of the 6% rate, computation is made at 
6% per annum and 14% per month and 
00016438356 per day. 

This paper does not pretend to be 
an exhaustive study of the subject in- 
asmuch as such a work could well fill 
volumes. It is merely hoped that some 
of the material touched upon herein will 
serve in some small way to alleviate the 
heavy burden carried by the accounting 
practitioner. 
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Agen t-In-Charge 


By Ricuarp S. HeEtstern, C.P.A. 


ii O every accountant, sooner or later, 
there comes the first income tax 
examination. This “first” is something 
like making a speech—you know what 
you have to say; but you don’t know 
how it will be received. On the other 
hand, there are those to whom exami- 
nations are a regular daily routine. To 
them some of the following may seem 
axiomatic and _ standard procedure. 
Having been on both sides of the fence, 
however, we feel that there are sugges- 
tions from which even the most experi- 
enced can profit. 

An income tax examination is actu- 
ally nothing more or less than a busi- 
ness conference, the outcome of which 
is partially dependent upon the good- 
will and respect of the participants for 
ach other. A representative who is 
liked and respected by Bureau Agents 
can have a most successful tax practice. 

It must be borne in mind that the 
members of the Bureau of Internal 
Revenue are generally extremely cap- 
able men. Many of them are attorneys 
or certified public accountants. Fur- 
thermore, every one of them has taken 
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the Bureau course in Federal Income 
and Excess Profits Taxes, which is an 
excellent one. 

In one respect, however, an income 
tax examination differs from a_busi- 
ness conference or even a trial before 
a court of law. In an examination by 
a Field Agent of the Bureau you have 
the peculiar anomaly whereby the 
agent is at the same time the judge, the 
jury and the prosecuting attorney. 
When there is a point at issue, he pre- 
sents the opposing arguments as prose- 
cuting attorney; he makes the decision 
in the role of the jury; and, as the 
judge, he passes sentence. However, 
as in all such courts, you have certain 
rights of appeal. 


Preparation for Examination 


When you make an appointment 
with an agent, do not choose a day 
when you have other important ap- 
pointments. Sufficient time should be 
allowed to do justice to your client, 
and not to rush the agent. Agents too, 
have production schedules and the way 
their schedules are geared, they cannot 
afford to change the program which 
they have laid out for themselves, and 
spread a one day examination over sev- 
eral days because of your obligations. 
It is also important both for you and 
for them that you arrange before the 
examination that they have privacy 
and comfortable working conditions. 

The most essential requirement, 
however, is that you be prepared for 
the examination. Remember that un- 
der the law, the taxpayer bears the 
burden of substantiating deductions, 
and without that substantiation, even 
the “Cohan Doctrine” bears heavily 
against the taxpayer. In connection 
with being prepared, it is advisable to 
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compile in advance certain analyses 
and reconciliations which will unques- 
tionably be required by the examining 
officer. Being unprepared, and fum- 
bling for explanations gives rise to 
suspicion or impatience on the part of 
the agent—a situation to be avoided 
at any cost. Conversely, the submis- 
sion of the prepared analyses, recon- 
ciliations and arguments suggested be- 
low can avoid waste of time during the 
examination and create a favorable im- 
pression upon the examining officer. 

Have a reconciliation ready if the 
figures as set forth on the return are 
prepared on a different basis from 
those reflected on the books or the 
financial reports. (The most common 
are: depreciation, bad debt reserves, or 
pension trust payments, the tax bases 
of which often differ from the account- 
ing bases. ) 

Prepare explanatory schedules for 
any expenses which are reclassified for 
tax return purposes. (Depreciation, 
included in “Cost of Goods Sold” in 
the accounting statement, will be in- 
cluded asa separate item on the return. 
It will therefore be necessary to recon- 
cile “Cost of Goods Sold’ between the 
statement and the return.) If certain 
expenses are combined on the return, 
have explanatory schedules available. 
Have explanation and analyses of re- 
serves, and capital and surplus adjust- 
ments. 

In the case of expense deductions, 
which are always open to question, 
such as “Travel and Entertainment’’, 
collect your substantiating evidence 
beforehand. 

Be prepared to justify items on 
which there may be a question of law, 
as under Section 112. Where there is 
a question of law, do not hesitate to 
call in or work with a qualified at- 
torney. 

In many cases, you will be asked 
to secure a Waiver extending the 
Statute of Limitations (Form 872) 
when the Agent feels that your case 
cannot be completed before the effec- 
tive date of the Statute of Limitations. 
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Unless there is a very definite reason 
for non-compliance, the waiver should 
be executed. If it is not, the agent 
will have to rush through his examina- 
tion and report, resolving all question- 
able items against the taxpayer. 


Examination 


In an examination, where the items 
in issue are ordinary “run of the mill” 
ones, it is best to settle the case at the 
Agent’s level. It is just as much a 
triumph, and just as effective to talk 
the corner traffic cop out of a ticket as 
to convince the police lieutenant or the 
judge—and a lot less time consuming. 
Holding out on principle alone, if you 
win, may prove to be a pyrrhic victory. 

Occasionally there may be an issue 
where you believe the Agent is entirely 
in the wrong or that the Bureau ruling 
is fallible. Weigh it in the light of the 
fact that making tax law is a costly 
process and may extend over several 
years. Besides, if you lose—the inter- 
est keeps running. 

It is well to remember that if no 
agreement is signed, any compromise 
settlements offered by the Agent will 
be withdrawn and the items in question 
totally disallowed. Such a disallow- 
ance, if upheld, can set a precedent for 
disallowance of similar items upon fu- 
ture examinations of subsequent years’ 
returns. Conversely, a compromise set- 
tlement of one item may avoid the dis- 
allowance of another which would set 
such a precedent for future years. 

Before commencing an examination, 
and if necessary during the course of 
the examination, it is well to discuss 
and determine with your client the 
range of settlement with which he will 
agree, so that you will not be subse- 
quently embarrassed if you close the 
case with the agent and the taxpayer 
objects to signing the agreement form. 

If an agreement is reached, and there 
is a deficiency, you will be requested 
to have your client execute a Waiver 
on Form 870. If there is an overassess- 
ment, the form used will be #873. If 
there are involved both deficiency and 
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overassessment in different taxes or 
tax years, Form 874 will be executed. 

These forms are not “closing agree- 
ments”. They are waivers, under Sec- 
tion 272 (d) of the Internal Revenue 
Code, of the taxpayer’s rights as set 
forth in Section 272 (a). Section 272 
(a) provides that the Commissioner 
must mail a statutory notice of defici- 
ency under which the taxpayer has 
ninety days to file a petition before the 
Tax Court of the United States, and 
that no such deficiency can be assessed 
nor any action taken to collect same 
until after the expiration of the ninety 
days or the promulgation of the Court’s 
decision. 

Therefore, if the “waiver” is signed, 
the taxpayer loses his right to petition 
the Tax Court for review of the find- 
ings. On the other hand, interest stops 
accruing thirty days after the signing 
of the “waiver.” 

That, actually is all that the Form 
870 represents. The findings of the 
examining officer, which have been ac- 
cepted are subject to review and post- 
review, either one of which may re- 
verse the determination of the examin- 
ing officer, and cause abrogation of the 
agreement. 

On the other hand, the taxpayer has 
the right, at any time before the effec- 
tive date of the Statute of Limitations, 
to file a Claim for Refund (Form 843) 
which, if denied, may be taken to the 
District Court. It is not advisable to 
sign a form 870 with this intention in 
mind, unless it is discussed with the 
Agent and he is apprised of such in- 
tention. 

If, during the examination, there is 
disagreement on interpretation of law, 
or the allowance of some deduction, 
and an impasse is reached, it is possible 
to request an informal conference with 
the Agent’s group chief. This is a 
process which is too little used and 
which often offers a solution that re- 
sults in an agreed case. 

In cases where no agreement can be 
reached, the taxpayer has the choice of 
three methods of appeal. The election 
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to be made is dependent upon the 
tribunal before which it is most desir- 
able that the issue be tried. 

The step usually taken is to have the 
case sent to Conference. In many cases 
where the Agent’s hands are tied, or 
he is unwilling to take the responsi- 
bility for making a decision on an inter- 
pretation of law, the Conferee, at a 
higher level, generally has more dis- 
cretionary authority and more confi- 
dence in his own judgment because of 
prior experience with similar issues. 

A second alternative, as discussed 
before, is to sign the agreement Form 
870, and to file a Claim for Refund. In 
such a procedure, the case is tried 
either in the District Court or the 
Court of Claims. The legal advantages 
or disadvantages of these tribunals will 
not be discussed herein. Any case re- 
ferred to such Courts should be han- 
dled by a qualified attorney. 

A third avenue is to request the issu- 
ance of a Statutory Notice (more pop- 
ularly known as a “90-day letter”). In 
such event, the case will be tried before 
the Tax Court of the United States. 


Preparation of Protest 


If you elect to take your case to Con- 
ference, in due course you will receive 
a copy of the Revenue Agent’s Report 
under a Letter of Transmittal which, 
in most cases, allows you thirty days 
in which to file a Protest to the Agent’s 
findings. The period of time which is 
allowed to file the Protest is discretion- 
ary with the Bureau; there is no statu- 
tory provision for this. In some rare 
cases, where the Statute of Limitations 
is near expiration, a shorter period 
may be allowed. In the ordinary case, 
it is possible and usual for the Bureau 
to grant extensions of thirty days in 
which to file the Protest if sufficient 
reason is given for non-compliance with 
the original period. Since the Protest 
can be a most important factor in the 
Conferee’s determination of the issues 
in question, it should be carefully pre- 
pared. 

Accompanying the “thirty-day let- 
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ter’, you will receive a mimeographed 
or printed form setting forth certain 
information which must be submitted 
and the format in which it should be 
presented. It is advisable to follow this 
form, since it is prepared in such a 
way that it will convey vital and basic 
information in the most efficient 
manner. 

After setting forth this routine infor- 
mation, the taxpayer then presents its 
grounds and arguments in respect to 
the items protested. There should be 
discussed, in the Protest, only those 
disallowances with which the taxpayer 
disagrees, and they should be set forth 
under the definitions, and as they ap- 
pear, in the Revenue Agent’s Report. 

Under each heading set forth in the 
following order (1) the facts, (2) the 
Revenue Agent’s determination and his 
reasons therefor and (3) your discus- 
sion and arguments. 

It is always advisable to cite cases, 
the decisions in which were favorable 
to the taxpayer’s position. It is of 
equal importance to cite, to discuss and 
to differentiate adverse decisions. 
Those Tax Court decisions which are 
most effective are those in which the 
Commissioner has acquiesced (claims 
under Section 721 and Section 722 do 
not need the Commissioner’s acqui- 
escence to Tax Court decisions). 

It cannot be emphasized too strongly 
that it is of the utmost necessity to 
follow through any cases cited by 
means of a citator service to see if such 
decisions have been reversed, modified 
or affirmed upon appeal. To cite a Tax 
Court decision which supports your 
point, but which subsequently has been 
reversed by the Circuit Court of Ap- 
peals is far more damaging than not 
to cite at all, 

The importance of citing cases in the 
Protest should not be underestimated. 
No advantage will be gained if they 
are sprung as a surprise at the formal 
Conference. The Conferee, if he is not 
familiar with the decision, will only ask 
for an adjournment so that he can 
study it. However, if such decision has 
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been presented in the Protest, and the 
Conferee has had time to review it in 
advance, he may be favorably disposed 
toward the argument. 

If in his report, the Revenue Agent 
relies upon cases or Bureau Rulings, it 
is important to show wherein such 
authorities do not apply to the instant 
case, or to differentiate the facts in the 
referred-to rulings and cases from 
those in the point at issue. It is also 
advisable to Shepherdize the Agent’s 
citations. 

In closing the Protest, an oral hear- 
ing should be requested. 


Conference 


Although the oral hearing is known 
as a “Formal Conference”, the actual 
discussion is informal in character. 
However, at each Formal Conference 
you are required to present (1) your 
Treasury Card, (2) Powers of At- 
torney in triplicate, (3) Statement in 
Respect to Fees and (4) if you were 
employed by the Bureau within the two 
years preceding the Conference, a 
Form 901, which is an affidavit by you 
that you had no association with the 
case in question during your employ- 
ment by the Bureau. 

A Conference is similar to’a Field 
Examination except that the case is 
narrowed to the protested items. An- 
other difference is that the Conferee 
has already familiarized himself with 
the issues through the file, the Revenue 
Agent’s Report and the Protest, and 
has researched all applicable decisions 
and rulings. 

If, in regard to the items in issue, 
there is any question of fact still in- 
volved, and it is necessary to present 
proof at the Conference, prepare sufh- 
cient photostatic copies of the docu- 
ments of proof so that copies may be 
submitted to the Conferee for his files. 
Affidavits should be phrased to cover 
the issue adequately. Affidavits by dis- 
interested parties are most desirable ; 
an affidavit by the taxpayer may be 
considered as “self-serving” which de- 
tracts from its weight. 
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The Bureau has a system, after a 
reaches the Conference level, 
whereby, if there is a case involving a 
similar issue docketed before the Tax 
Court, your case may. be held in sus- 
pense until decision is promulgated on 
the docketed case. This procedure may 
be advantageous if you are sure that 
the issues are the same, and that the 
facts are the same as in the docketed 
since the Bureau will not rule 
favorably upon your case while it is 
trying the same issues in the courts, 
and you can therefore be saved the ex- 
pense of further processing your case. 
The disadvantages are twofold: the in- 
terest continues to accrue, and your 
case, in the Bureau’s files, is irrevoca- 
bly associated with the case the deci- 
sion on which is awaited. As a result, 
if there is an adverse decision in the 
ruling case, it is certain that the de- 
cision in your case will be adverse 
throughout the Bureau. 


case 


Case, 


One of the most difficult questions 
confronting a practitioner is whether to 
take his client to the Conference. This 
cannot be answered in either a flat 
negative or positive; it depends both 
upon the individual case and the indi- 
vidual client. It is a natural reaction 
for the accountant to wish the client to 
see the difficulties involved, the obsta- 
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cles to be overcome, and to appreciate 
any triumph that may be achieved. 
However it must be borne in mind that 
if the discussion is to be a technical 
one involving the complications and in- 
volutions of the Internal Revenue 
Code, the client will be out of his depth. 
If the discussion is one which involves 
compromise, and general give and take, 
the client’s natural, personal interest 
and bias may hamper negotiations. 
Obviously the client is concerned with 
the practical problems of his business ; 
on the other hand, the Conferee is in- 
terested in the application of the law. 
Further, your client may object to cer- 
tain concessions which you may con- 
sider advantageous in order to avoid 
setting a precedent through disallow- 
ance of other issues. All of these must 
be weighed carefully in reaching your 
decision. 

If agreement and settlement is at- 
tained in the conference status, the 
forms to be executed are the same as 
those already discussed. If no agree- 
ment is obtained, the taxpayer has open 
to it any one of three avenues of ap- 
peal: it may sign Form 870 and file a 
Claim for Refund; it may request the 
issuance of a Statutory Notice; or it 
may request that the case be referred 
to the Technical Staff. 


BUY YOUR 


EXTRA 
SAVINGS 


BONDS 
NOW 


PROTECT YOUR FUTURE 
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Procedure before the Technical Staff and in 
Connection with Special Bureau Rulings 


By Oscar HaAnicsBercG, C.P.A. 


Technical Staff 


a taxpayer does not agree with the 
disposition of his case by the Inter- 
nal Revenue Agent’s Office, he may 
avail himself of several options. He 
may pay the tax, then file a claim for 
refund; or, he may invite the issuance 
of a statutory notice, then petition the 
Tax Court; or, he may ask for a hear- 
ing before the Technical Staff. The first 
alternative will usually bring the tax- 
payer to a District Court, assuming 
the Internal Revenue Bureau’s action 
on the claim is adverse; the second al- 
ternative will bring the taxpayer to 
Tax Court unless the case is settled be- 
fore trial; the third alternative presents 
a further opportunity for an informal 
hearing within the Bureau at the con- 
clusion of which it is still possible to 
choose one of the first two alternatives. 
The practitioner who handles a case at 
this level should be alert to the possi- 
bility that the services of an attorney 
may be necessary to evaluate the case 
from the viewpoint of litigation, and to 
decide the best procedure to be followed. 





Oscar HANIGSBERG, C.P.A., is a 
member of our Society and of its 
Committee on Federal Taxation. He 
was formerly associated with the In- 
ternal Revenue Bureau as Internal 
Revenue Agent, Conferee, and In- 
structor. He is presently engaged in 
practice in New York and also 
teaches Federal tax practice and 
procedure at the Tax Workshop 
Course. 

This paper was presented at a 
technical meeting of the Society held 
under the auspices of the Committee 
on Federal Taxation, on October 16, 
1951, at the Engineering Auditorium 
in New York City. 
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Technical Staff Settlements 

The Technical Staff is the highest 
appellate agency within the Bureau of 
Internal Revene in matters involving 
income, profits, estate and gift tax lia- 
bilities. It is separate from the Internal 
Revenue Agent’s Office, not being a 
part of the Income Tax Unit. The head 
of each field division of the Technical 
Staff has full authority to act for the 
Commissioner of Internal Revenue; 
therefore, any action taken by a field 
division is final and not subject to any 
post-review by Washington. 

The Technical Staff, like all divisions 
of the Bureau of Internal Revenue, 
must be guided in its actions by Bureau 
rulings and policies. The Technical 
Staff does, however, take into account 
the litigating strengths or weaknesses 
of the opposing views of the taxpayer 
and the government and its settlements 
may take the form of trading one doubt- 
ful issue for another or they may take 
the form of settling the proposed defi- 
ciency for a lesser amount. In these 
respects, they differ irom settlements 
usually made in the Internal Revenue 
Agent’s Office which hold for or against 
the taxpayer on each issue based on 
the application of law or Bureau policy 
to the findings of fact. 

An offer to settle a case is custo- 
marily initiated by the taxpayer’s rep- 
resentative. The Technical Staff does 
not accept settlement proposals which 
are based upon nuisance value of the 
case to either party. Therefore 10 per- 
cent or 80 percent settlements are rare- 
ly recommended. The reason for this 
is that if the taxpayer is willing to give 
up and the Government to accept not 
over 20 percent, or if the Government 
is willing to yield not over 80% from 
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full payment, it is highly probable that 
the answer is not subject to substantial 
doubt and it is considered that the tax- 
payer should pay either nothing or 100 
percent. 


Where there is only one important 
issue in a case, the Technical Staff is 
loath to compromise the issue if to do 
so would leave open the same or a re- 
lated question in connection with other 
taxpayers or taxes for other years. Such 
cases are usually not compromised in 
the pre-statutory stage, and in the post- 
statutory notice state (see below) are 
compromised only if the Government’s 
case presents an exceedingly doubtful 
outlook, and then only if an offer ad- 
vantageous to the Government is made. 
In cases where compromises are made, 
the Technical Staff obtains letters of 
commitment as to the method of han- 
dling the issue in other years. 


Technical Staff settlements are evi- 
denced by Form 870-TS which is simi- 
lar to Form 870 used by the Internal 
Revenue Agent’s Office, but which dif- 
fers from it in two respects. First, it is 
phrased as an offer to waive the restric- 
tions on the assessment of tax rather 
than as a waiver of the restrictions. 
Practically this means that interest on 
the deficiency ceases to run thirty days 
after it has been accepted for the Com- 
missioner rather than thirty days after 
it has been submitted by the taxpayer. 
Second, Form 870-TS includes addi- 
tional phraseology to the effect that the 
taxpayer agrees that he will not seek 
refund of any tax covered by the agree- 
ment and deletes the phrase appearing 
in Form 8/70 to the effect that a fur- 
ther deficiency may be asserted. The 
purpose of these changes is to utilize 
Form 8/70-TS as a substitute for a for- 
mal closing agreement under Section 
3700 of the Internal Revenue Code. 
The effectiveness of Form 870-TS for 
this purpose has been challenged with 
differing results. There is presently an 
open conflict in the courts as to the 
effect of such waivers in precluding re- 
fund actions by taxpayers. 
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Factors Affecting Decision to 
Appeal to Technical Staff 
There is expressed among tax. prac- 
titioners much difference of opinion as 
to the wisdom of appealing cases within 
the Bureau. The following disadvan- 
tages are often stated: 

(a) Bureau appeals involve the 
expenditure of much time in proceed- 
ings which are essentially repetitious 
because all Bureau personnel are 
bound by the same rulings. 

(b) While Bureau appeals are 
pending, interest on the possible tax 
deficiency continues to mount. 

(c) In the course of appeals the 

3ureau will learn all the weaknesses 
of the taxpayer's case. 

(d) During the course of the ap- 
peals the Bureau may raise complete- 
ly new issues. 

(e) The Bureau will never accept 
a fair settlement until it is convinced 
that the taxpayer is determined to 
test the matter in the courts. 


Each of these objections contains 
some element of validity which the 
practitioner should not overlook, but it 
would be incorrect to conclude there- 
from that Bureau appeals have only 
disadvantages. 


(a) If a matter of law is in dis- 
pute on which the Bureau has taken 
an adverse stand, it is of course true 
that a favorable result will probably 
not be achieved within the Bureau. 
In such a case Bureau appeal may 
well be fruitless and the taxpayer’s 
case unnecessarily exposed. It is not 
true, however, that the result of a 
Technical Staff hearing is a mere 
repetition of conference in the In- 
ternal Revenue Agent’s Office. The 
wider latitude and differing basis for 
Technical Staff settlements has been 
indicated above. 

(b) Interest does accrue while a 
case is being appealed. A procedure 
exists, however, by which a taxpay- 
er may deposit with the Collector, a 
sum of money to apply against the 
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deficiency which may eventuate. This 
money is credited by the Collector to 
a “Suspense Account” and the effect 
is to suspend the running of interest 
on that amount of deficiency. On the 
other hand, if the amount is found 
to be an overpayment, it will be re- 
funded with interest from the date 
of payment. 

(c) There may be some merit to 
the argument that appealing a case 
in the Bureau will expose all of its 
weaknesses to the Bureau in circum- 
stances where the factor of surprise 
may be important. For instance, re- 
serving certain evidence until it is 
produced in court may upset the pos- 
ition the Bureau took in its statutory 
notice and make it more difficult for 
it to assert a new position. Barring 
such circumstances, to avoid Bureau 
appeals for fear of exposing weak- 
nesses, is to hope that the courts will 
be less expert than the Bureau in de- 
tecting the weaknesses. 

(d) The danger that completely 
new issues may be raised during the 
course of Bureau appeals is a real 
one. This factor must definitely be 
considered in determining whether 
to settle, appeal or adopt some alter- 
native procedure. 

(e) At all stages, the best settle- 
ments are usually obtained by the 
representative who conveys the im- 
pression that he feels strongly about 
his case and that he will pursue it as 
far as necessary to secure a fair set- 
tlement. To convey this impression, 
it is not necessary to leap to the 
threshold of the court. Bureau per- 
sonnel, on the other hand, are gener- 
ally willing to make fair settlements 
where the bases for such settlements 
are properly developed. 


Technical Staff Hearing after 
Issuance of Statutory Notice 
Where a statutory notice has been 

issued, either before or after a hearing 

in the Technical Staff, and a petition 
has been filed in the Tax Court, the 
case comes under the joint jurisdiction 


19.52 


of the Technical Staff and the Chief 
Counsel’s Office. A hearing may again 
be granted at this stage of the proceed- 
ings and it is sometimes possible to 
achieve a satisfactory settlement where 
none was possible previously because 
the opinion of the division counsel rep- 
resenting the Chief Counsel’s Office 
may not be as optimistic about the Gov- 
ernment’s case as that of the Technical 
Staff advisor. 

A settlement negotiated in this post- 
statutory notice or docketed stage takes 
the form of a stipulation which is sub- 
mitted to the Tax Court which renders 
a decision as provided in the stipulation. 
The settlement, therefore, has the full 
force and effect of a Tax Court decision. 


Special Bureau Rulings 

Sometimes a taxpayer has engaged 
in, or wishes to engage in, a transaction 
the tax consequences of which may be 
uncertain. In appropriate types of situ- 
ations it is possible to secure rulings 
from or to make agreements with the 
3ureau which will resolve the uncer- 
tainty. 


Policy on Issuing Rulings 

The Bureau in Washington will gen- 
erally issue rulings on transactions 
which have been consummated affect- 
ing a return to be filed or on proposed 
transactions. If a taxpayer should re- 
quest a ruling on a question involving 
a return already filed, the Bureau 
would not issue a ruling on the matter 
but would refer it to the Internal Reve- 
nue Agent in Charge having jurisdic- 
tion over the taxpayer’s return. The 
Bureau will also not issue a ruling on 
either a proposed or consummated 
transaction unless the names of all the 
real parties interested are stated. Other 
situations where the Bureau will not 
issue rulings are where the matter in- 
volved is presently a subject of litiga- 
tion between the Bureau and taxpayers 
generally or where the taxpayer’s mo- 
tive in engaging in the transaction ap- 
pears to the Bureau to be primarily tax 
avoidance. 
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Effect of Bureau Rulings 

A ruling is not equivalent to a formal 
closing agreement under Section 3760 
of the Internal Revenue Code in that 
theoretically it is not binding on the 
Commissioner or on the Internal Rev- 
enue Agent who ultimately examines 
the return. It is the policy of the 
Bureau, however, to consider itself 
bound by the ruling unless, on exami- 
nation, it appears that the actual facts 
differ substantially from -those de- 
scribed to the Bureau, or where the 
statute has been changed subsequent to 
the ruling. Even formal closing agree- 
ments are subject to this same limita- 
tion, so that for most practical pur- 
poses, a ruling is as effective as a 
closing agreement. 


Procedure for Securing a Ruling 
Requests for rulings are made in 
writing addressed to the Commissioner 
of Internal Revenue in Washington. 
The request should include a statement 
of facts in which are submitted the 


actual names of parties, dates and fig- 
ures, together with copies of contracts 
and other pertinent documents. There 
should also be included a discussion of 
code, regulations and cases pertinent to 
the issue and the reasons why it is con- 


sidered that the Bureau should rule in 
the manner desired. The request should 
conclude with an explicit statement of 
the question on which the ruling is re- 
quested and the nature of the ruling 
requested. Where it is signed by a rep- 
resentative, there should be enclosed a 
power of attorney and, if it is desired 
that the representative receive a copy 
of the ruling, this should be specifically 
requested. 

It is a good practice before submit- 
ting a request in writing, to arrange 
for a preliminary, informal conference 
with one of the Bureau people. This 
practice is helpful for a number of rea- 
sons. In the first place, preliminary 
discussion may indicate that Bureau 
action will probably be unfavorable. In 
such a case, it may be decided to drop 
the whole idea. Preliminary discussion 
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may also suggest amplifying the facts 
in some manner before the request is 
finally filed. Where a proposed trans- 
action may be carried out in more than 
one way, preliminary discussion may 
indicate that the chances for favorable 
action are better where one method 
rather than another is employed. An 
informal conference may be arranged 
by simply telephoning to the Bureau 
and requesting it. 

Before submitting a request for a 
ruling, the taxpayer’s representative 
should satisfy himself that action on 
the request will not expose the tax- 
payer to a potential deficiency from 
some unlooked-for quarter. For in- 
stance, a request covering a proposed 
reorganization of a corporation neces- 
sarily involves examination of its sur- 
plus which may lead to a Section 102 
issue or to the contention that a prior 
stock dividend, considered nontaxable 
by the taxpayer, was actually taxable. 


Withdrawing a Request 
for a Ruling 


Requests for rulings are acted on 
quite promptly, and it is not unusual 
to receive a ruling within ten days from 
the date the request was submitted. 
Where more than two or three weeks 
have elapsed, it is well to check on the 
progress of the matter. It may be 
learned that some opposition to a favor- 
able ruling has been encountered and, 
under such circumstances, it may be de- 
sired to withdraw the request. 

Most rulings are handled by the 
Taxpayer’s Rulings Section and, if the 
request is in that section, its withdrawal 
results in the matter being transferred 
to the closed file with no further reper- 
cussions. Requests for rulings on mat- 
ters involving corporate reorganization 
and distribution are handled by a dif- 
erent section called the Securities Unit 
(of Audit Review Division B). Where 
such a request is withdrawn the Se- 
curities Unit often notifies the Internal 
Revenue Agent in Charge of the re- 
quest and of its opinion at the time of 
the withdrawal. Careful thought should 


February 





Procedure before Technical Staff and in Connection with Special Bureau Rulings 


therefore be given before a written re- 
quest is made on such a matter. 


Closing Agreements 

Section 3760 of the Internal Revenue 
Code authorizes the Commissioner with 
the approval of the Secretary of the 
Treasury to enter into closing agree- 
ments with a taxpayer respecting his 
tax liability. Such an agreement may 
not be annulled, modified, set aside or 
disregarded unless there has been 
found a misrepresentation of a material 
fact or unless, with respect to a taxable 
period ending subsequent to the date 
of the agreement, there has been a 
change in the applicable law. 

Closing agreements may be of two 
kinds : 

(a) Agreements as to Final De- 
termination of Tax Liability—Form 
S60. 

(b) Agreements as to Specific 
Matters Affecting Tax Liability— 


Form 906. 


The first type of agreement is used 
in closing the total tax liability for any 
taxable period ending prior to the date 
of the agreement. The second type is 
used to cover specific items affecting 
tax liability and may apply to taxable 
periods ending either prior or subse- 
quent to the date of the agreement. 

The Bureau enters into closing 


agreements where there may be mutual 
advantages to the government and to 
the taxpayer such as in a tax settlement 
involving mutual concessions or where 
payment of tax, barred from collection 
by the statute of limitations, is pro- 
posed by the taxpayer. Closing agree- 
ments are also entered into in matters 
coming under Section 506 of the Inter- 
nal Revenue Code relating to the defi- 
ciency dividends on personal holding 
companies and Section 3801 of the 
Code relating to the mitigation of the 
efiect of the statute of limitations. Even 
where there is no particular advantage 
to the government, the Bureau will 
enter into closing agreements where 
the taxpayer has sound reasons for re- 
questing one. Examples are where 
fiduciaries desire final closings in order 
to be discharged by the court or where 
taxpayers desire to follow the consist- 
ent practice of closing their returns 
from year to year. 

It is obvious that closing agreements 
involve considerably more review than 
simple requests for rulings. It is well 
to decide which type of action is re- 
quired before a request is submitted to 
avoid duplication of effort and, unless 
there is some compelling reason for re- 
quiring a closing agreement, or the 
matter affects a return already filed, a 
ruling may be found to be just as 
effective and much less troublesome to 
obtain. 
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Audits—Planning and Review 


By Wetpon Powe t, C.P.A. 


This paper considers the two opposite ends of the audit engage- 

ment: planning it in terms of personnel, starting time, evaluation of 

internal control and audit program; and reviewing it from the 

viewpoints of the resulting working papers and the responsiveness 
of the audit report to the requirements of the engagement. 


. ier various phases of auditing are 
interrelated and _ interdependent, 
and they overlap each other. Because 
of this, consideration of any one phase 
generally, such as planning or review, 
is bound to involve all the others to 
some extent. In this article I intend to 
confine myself to certain aspects of the 
planning and review of an audit engage- 
ment—some of the matters which it 
seems to me a principal should have in 
mind in connection with these important 
phases of the work—without attempt- 
ing an all-inclusive presentation. 


Auditing Standards 


The Committee on Auditing Proce- 
dure of the American Institute of Ac- 
countants in 1947 issued a tentative 
statement of auditing standards. The 
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statement contained a summary setting 
forth nine standards and a discussion of 
their generally accepted significance and 
scope. The members present at the an- 
nual meeting of the Institute in the fol- 
lowing year approved and adopted the 
summary in the committee’s statement, 
and resolved that the use of the expres- 
sion “generally accepted auditing stand- 
ards” in the reports or certificates of 
independent auditors should be deemed 
to refer to the standards or principles 
set forth in that summary. 

First, there are three general stand- 
ards, which relate to the personal quali- 
fications of the auditor and the general 
quality of his work and apply to every- 
thing he does in his professional ca- 
pacity : 

1. Training and proficiency of the 
auditor. 

2. Independence in his mental attitude 
and approach. 

3. Due care in the performance of his 
work, 


Next, there are three standards ‘of 
field work: 

1. Adequacy of preparatory planning of 
the field work. 

2. Proper evaluation of the examinee’s 
existing internal control for reliance there- 
on by the auditor. 

3. Competence of evidential matter. 


Finally, there are three standards of 
reporting : 


1. Adherence to generally accepted ac- 
counting principles. 

2. Observance of consistency in their 
application, except where conditions war- 
rant otherwise. 

3. Adequacy of informative disclosures 
whether in the financial statements or in 
the auditor’s report or “certificate.” 
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You will note that the first two of the 
standards of field work pertain directly 
to the planning phase of an audit. As 
stated in the summary of the committee’s 
statement the first of these reads, “The 
work is to be adequately planned and 
assistants, if any, are to be properly su- 
pervised.” The discussion of this stand- 
ard emphasizes the timeliness of audit- 
ing procedures (that is, the proper tim- 
ing or synchronizing of the various 
operations ) and the orderliness of their 
application. It stresses the desirability 
of the auditor’s being appointed early in 
the year so that he may carry out part 
of his work during the year. The text of 
the second standard of field work is, 
“There is to be a proper study and 
evaluation of the existing internal con- 
trol as a basis for reliance thereon and 
for the determination of the resultant 
extent of the tests to which auditing 
procedures are to be restricted.” The 
discussion of the review of internal 


control states that this is one of the 
most important of the steps in the 
proper planning of an audit and must 


not be casually undertaken or carelessly 
performed. It comments upon some of 
the considerations which the auditor 
should have in mind in this connection. 


The summary in the committee’s 
statement does not make specific men- 
tion of review. This phase of an audit 
is one of the elements comprehended in 
the third general standard, which says, 
“Due professional care is to be exer- 
cised in the performance of the examina- 
tion and the preparation of the report.” 
The discussion of this standard makes 
it clear that the principal responsible 
for the engagement must not fail to 
exercise due care in a critical review of 
the work done and the judgment 
exercised by those under him. 

At this point it should be noted 
that the standard of due care applies 
alike to the areas of the field work and 
the reporting thereon, and is to be con- 
sidered, therefore, in connection with 
both planning and review. The state- 
ment of auditing standards points out 
that due care imposes a weighty respon- 
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sibility on the auditor to give heed to 
the procedural standards ; that respon- 
sibility, within the auditor’s organiza- 
tion, rests especially heavily upon the 
principal heading an examination ; that 
the procedural standards ask of the 
auditor not merely whether proper pro- 
cedures have been employed, but be- 
yond that whether, under all the circum- 
stances of a case, those procedures have 
been properly applied and coordinated ; 
and that the matter of due care having 
two aspects—since it concerns both 
what the auditor does and how well he 
does it—comprises, therefore, con- 
siderations not only of auditing proce- 
dures but also what may be termed the 
mechanics of his audit working papers. 

Two other elements discussed in the 
committee’s statement should be men- 
tioned here, since they also are pertinent 
to the field work and the related report- 
ing, and therefore to planning and re- 
view. One of these is materiality : items 
of greater importance should have more 
attention than items of lesser impor- 
tance (this does not mean, of course, 
that details are to be ignored). The 
other is relative risk: in circumstances 
where the risk of material errors and 
irregularities is great, more attention is 
required than in circumstances where 
the risk is small. 


Assignment of Staff 

[ am not going to discuss staff man- 
agement, but I should like to point out 
that the selection of the accountants to 
execute the work—the principal, the ac- 
countant-in-charge, and the assistants 
—is one of the elements in planning an 
examination. 

One matter is scheduling the work of 
the office as a whole. To an individual 
practitioner with but one or two men 
on his staff this may not be a problem. 
Where there is a fairly large staff and 
there are several principals supervising 
the work it may require quite a little 
effort. The first step is the assignment 
of supervisors. Each engagement, of 
course, should have the general over- 
sight of a partner. In many engagements 
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the partner may delegate to a supervis- 
ory member ot the staff the direct su- 
peri ision of the field work and review 
of the working papers and report. In 
some engagements he may undertake a 
part or all of this himself. In any case 
the final responsibility must be his. The 
next step consists of the matching of 
staff requirements and available ac- 
countants and the development of a 
schedule of planned assignments, at 
least once in the fall, for the busy 
season, and once in the spring, for the 
summer months and the vacation period. 
Usually this requires cooperative effort 
on the part of all of the prinicpals who 
supervise engagements. In some offices 
the wholesome practice is tollowed of 
informing each staff accountant in ad- 
vance as to his probable assignments as 
soon as the office schedule has been 
completed. 

There are two matters I should like 
to mention in connection with schedul- 
ing the work of the office. One is the 
rotation, at suitable intervals, of the ac- 
countants assigned to each client’s af- 
fairs. The other is the use of field work 
for the training of staff accountants, not 
only to make seniors out of green jun- 
iors, but also to make principals out of 
in-charge accountants, and in either 
case to give each member of the staff a 
diversified experience. These are sound 
practices which are followed, to the 
extent practicable, by a number of firms. 

It is, of course, desirable to have a 
well-trained and thoroughly experi- 
enced group on every engagement—ac- 
countants who have had both a good 
accounting education and a thorough 
training in the technique of the firm, 
and who have had both wide general 
auditing experience and some contact 
with the industry of which the particu- 
lar client is a part. It is preferable also 
to have accountants on each assignment 
who are temperamentally suited to its 
requirements. The ideal is seldom at- 
tained in practice, and this has a bear- 
ing on the planning of the audit. With 
a seasoned staff, the supervisor’s part 
may be more general in character; he 
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may outline the broad course of the 
work and leave to his subordinates the 
filling in of the details. With a less 
mature staff, the supervisor may have 
to go into many of the details himseli, 
and instruct his subordinates specifica] 
ly as to what they are to do and how 
they are to do it; he also may have to 
arrange to spend a greater proportion 
of his own time in direct supervision oi 
his assistants during the execution oi 
the engagement, and to review their 
work more thoroughly at its conclusion. 

In any event the supervisor should 
see that the staff accountants have a 
clear understanding of the task assigned 
to them before they start to work. This 
should cover not only the operations 
they are expected to perform and the 
way they are expected to proceed, but 
also the purpose their work is intended 
to accomplish. An auditor has to be 
always on the alert to avoid becoming 
so deeply involved in detail that he 
misses the significance of what he is do- 
ing. It seems to me to be an important 
part of the planning to arrange for brief- 
ing the staff. Usually this means oral 
explanation in addition to written in- 
structions. In a large engagement it 
may take the form of staff meetings held 
for the purpose of discussing the work. 

Staff matters are especially important 
in a new engagement. Some men have 
an aptitude for organizing the work in 
a situation such as exists where an ex- 
amination of a company’s affairs is 
being made for the first time. Others 
are at their best only when they are fol- 
lowing a well-established pattern. This 
should be borne in mind in assigning 
and instructing the staff on an initial 
examination. Also, the supervisor prob- 
ably should plan to spend relatively 
more time on a first audit than on a 
repeat audit. 


Time of Starting Work 


One of the things to think about in 
planning the commencement of an audit 
is the necessity for effecting surprise. If 
the examinee is a bank, stock broker, or 
similar concern, the auditor is at great 
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pains to take up his examination unan- 
nounced. If the examinee is an indus- 
trial or mercantile concern there usually 
is not the same urge to make the initial 
visit without advance knowledge on the 
part of the concern’s employees, al- 
though even here the auditor may, and 
frequently does, attempt to perform 
some parts of the work—the counting 
of petty cash funds, for example—at a 
time when the employees are not 
expecting him. 

Another matter to bear in mind is the 
necessity for taking up the work on 
several different items simultaneously. 
Cash funds, bank accounts, and securi- 
ties must be examined as of the same 
date if the arrangement of duties within 
the organization is such that substitu- 
tion or kiting is possible. In some 
instances this may require consideration 
with respect to inventories also. 


Otherwise, the time of starting the 


work depends upon the convenience of 
the accountant and that of his client, 
availability of staff, dates of physical in- 


ventories, and similar considerations. In 
many engagements, including practical- 
ly all large ones, preliminary work is 
done prior to the end of the examinee’s 
fiscal year, and this has to be carefully 
planned. In a new engagement this 
would include a considerable part of 
what might be called background work, 
which is necessary when the auditor has 
not previously made an examination of 
the concern. The desired end is to ar- 
range for as much work during the 
summer months as may profitably and 
safely be done at that time, so as to re- 
lieve the pressure during the period 
immediately following December 31. 
This is a large subject in itself, and I 
cannot go into it here. 

The client’s report requirements 
should be ascertained and kept in mind. 
The engagement should be taken up in 
sufficient time, and the work should be 
divided between preliminary and final 
in such manner, as to allow for comple- 
tion of the essential operations and re- 
view of the whole by the time the client 
desires the report. In arranging to meet 
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the client’s wishes in this matter, how- 
ever, the auditor should take care to 
avoid being unduly rushed at the end. 
If the time schedule is too close, the 
pressure is such that the risk of error is 
materially increased, on the part of both 
the examinee’s employees and the audi- 
tors. Investors and others who have 
occasion to use corporate reports are 
entitled to receive them within a rea- 
sonable time after the close of the ac- 
counting period, but even their interests 
are not served by undue haste in releas- 
ing the certified financial statements. 


Basic Approach 

Frequently — perhaps usually — the 
plan is to arrange the bulk of the audit 
work according to the accounts as they 
appear in the trial balance of the exam- 
inee’s general ledger and to supplement 
this by systematic tests of the transac- 
tions entered in original records, review 
of the minutes, and similar operations 
of a general nature. In a way this is both 
logical and convenient : inasmuch as the 
aim of the examination is simply to do 
the work necessary to enable the ac- 
countant to express an opinion upon 
the examinee’s financial statements, and 
the statements are assembled from the 
general ledger, the accounts on the trial 
balance provide a focus for the auditor’s 
work, 

In many cases, however, an alterna- 
tive approach is more effective, which 
is to plan the audit work so as to gear 
it to the flow of the accounting work in 
the concern under examination, which 
generally parallels the functional organ- 
ization of the business. Let us consider 
briefly an industrial concern. Here the 
accounting work might be organized 
somewhat along the following lines : 

Cash receipts—Receiving, recording, and 
depositing cash. 

Cash disbursements—Preparing, recording, 
signing, and releasing checks; reconcil- 
ing general bank accounts ; handling petty 
cash funds, 

Sales and. trade receivables—Preparing 


sales orders; shipping and billing; keep- 
ing customers’ accounts (or notes). 


Purchases and trade payables—Preparing 
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purchase orders; receiving and voucher- 
ing; keeping suppliers’ accounts. 

Payrolls—Preparing employment records; 
recording attendance and preparing and 
disbursing payrolls; reconciling payroll 
bank accounts; handling payroll funds, 
including employees’ deductions. 

Costs and inventories—Recording produc- 
tion, costing sales, and establishing the 
accountability for inventories which 
should be on hand; having custody of or 
control over inventories. 

Property—Accounting for plant property 
and equipment. 

Securities—Accounting for securities held; 
accounting for notes payable, funded debt, 
and capital stock, and special funds for 
the payment of dividends, interest, etc. 

General accounting—Keeping the general 
books; keeping the details of deferred 
and accrued items, sundry receivables 
and payables, etc.; attending to miscel- 
laneous matters. 


If the audit work were arranged 
along these same lines, it would com- 
prehend, as to each of the major depart- 
ments listed above, investigation of the 
accounting system and the internal con- 
trol, tests of the routine transactions, 
and analysis, inspection, observation, 
and confirmation of and other inquiry 
into the pertinent accounts and items. 
The various steps in the examination 
would thus be integrated. The review 
of the internal control would be corre- 
lated with the testing and other work on 
the pertinent records and accounts. The 
maintenance of an over-all view of each 
segment of the audit work would be 
facilitated. 

Under such an arrangement there 
would, of course, have to be some intro- 
ductory work and some supplemental 
work of a general nature. The latter 
would include an analytic review, that 
is, a study rather than a detail analysis 
or checking, of the operating and income 
accounts of the enterprise as a whole. 

Also, special attention would have to 
be given to branch locations, if any. 
This means inquiry at headquarters as 
to conditions at the branches, checked 
possibly by a visit to a nearby location, 
and outline of the work to be done in 
view of the nature and relative import- 
ance of the branch operations, the ex- 
tent to which the branches are con- 
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trolled and audited by headquarters 
personnel, and similar considerations. 
If it is not deemed necessary to visit al! 
outside locations every year, there is 
the question of selection, and probably 
also that of rotation. 


Initial Audit Steps 


In the planning and the execution of 
an audit there is a fuzzy area where 
the two overlap to a considerable extent. 
On many occasions a process similar to 
that of trial and error is followed. A 
preliminary survey is made, a partial or 
tentative program of work is laid out, 
and some operations are undertaken. 
In the light of the results obtained, the 
program is completed or revised, and the 
examination proceeds. This is especial- 
ly likely to be the case in a new engage- 
iment where there is no experience to 
serve as a guide in considering the 
examinee’s accounting arrangements 
and evaluating his internal control. 

I should like to indicate some of the 
audit steps to be taken in the initial 
stages of an engagement, covering 
points which have a bearing on the fu- 
ture course of the work and therefore 
are to be considered as elements in the 
planning. The list below is based on the 
work program recently prepared for the 
annual examination of a manufacturing 
company : 

Brief review of the audit working papers 
for the preceding year and of the carry- 
forward file, and consideration of any 
notations therein concerning matters for 
future attention. 

Critical review of the company’s financial 
statements and computation of pertinent 
ratios for the current period and com- 
parison with at least the immediately 
preceding period, supplemented by discus- 
sion with the comptroller or other appro- 
priate official, for the purpose of arriving 
at a general understanding of the nature, 
volume, and trend of the business, the 
financial condition, and the main account- 
ing problems to be dealt with this year. 

Brief general inspection of the principal 
manufacturing departments, assembly 
lines, store rooms, etc., and in this con- 
nection a first-hand observation of the 
routine of and control over the paper 
work in the plant. 

Study of the most recent organziation chart, 
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and consideration of significant changes 
in the organization during the year. 

Review of any changes during the year in 
the company’s accounting manuals and 
similar written instructions, and in its 
basic accounting practices. 

Review of the work of the internal audit 
staff during the year, and consideration 
of its effectiveness. 

Arrangement for obtaining access to or 
copies of minutes, important contracts 
and agreements, and other pertinent cor- 
porate documents. 

Consideration of probable report fequire- 
ments. 

Arrangement for obtaining from the com- 
pany’s employees such required detail re- 
ports, analyses, and similar papers as 
may with propriety be prepared or fur- 
nished by them. 

In the case I am illustrating here, the 
bulk of the audit work is arranged ac- 
cording to departments of the com- 
pany’s business along the lines indicated 
above in the remarks on basic approach. 
Planning of the work in each of these 
departments, therefore, is required. In 
each department the first step is investi- 
gation of the accounting system and the 
internal control as fundamental to a 
decision as to the nature and extent of 
the testing and other work on the rec- 
ords and accounts. In some of the de- 
partments additional exploratory work 
is called for. The disposition of the 
company’s cash and securities has to be 
ascertained in advance, in order that 
proper arrangements may be made for 
count and confirmation of balances and 
the necessity for simultaneous exami- 
nation may be considered. The com- 
pany’s arrangements for sending out 
statements to customers have to be 
looked into, so that the work on the 
detail trial balances and confirmation of 
individual accounts may be scheduled. 
A survey of the company’s inventory 
arrangements has to be undertaken, so 
that a decision may be made as to how 
much physical testing should be done 
by the auditors. And so on. 

If the company were being examined 
by the auditor for the first time, the 
initial work would be much the same 
as the foregoing, with perhaps some 
difference in emphasis. In addition con- 
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sideration would have to be given in 
this event to review of the corporate 
history for periods prior to the one 
being now examined, including perusal 
of minutes for the prior periods and 
examination of opening balances in the 
accounts for property, accumulated 
depreciation, capital stock, surplus, ete. 
I should like to emphasize the im- 
portance of planning in connection with 
the work on inventories. Usually it 
should be the responsibility of a prin- 
cipal to ascertain the procedures to be 
followed by the examinee, consider 
their adequacy, and decide how much 
physical testing should be done by his 
crew. A brief memorandum should be 
maintained in the working papers cover- 
ing the survey of conditions existing at 
the plant and conclusions as to control 
methods. In setting the time to be 
spent on inventory observation and 
tests, there should be taken into ac- 
count the adequacy of the examinee’s 
safeguards over inventories and the 
relative importance of the amounts in- 
volved. In most cases observation need 
not be extended to include minor parts 
and supplies and salvage items. In a 
well-organized concern, all examina- 
tion purposes may be served by assign- 
ing relatively few accountants to observe 
the work of the employees in taking 
physical inventories, such accountants 
to list only items of largest monetary 
importance, for identification and test 
to final inventory sheets. Generally, it 
is more important that the auditor care- 
fully review and satisfy himself as to 
the adequacy of the examinee’s inven- 
tory procedures than that he list many 
items. His approach should be to 
satisfy himself that the plans for tak- 
ing inventories are satisfactory, so that 
a good result will be obtained if the in- 
structions are followed, and then to 
determine by observation that the in- 
structions are being followed. 


Early consideration of matters such 
as the foregoing should tend to maxi- 
mize the headwork and minimize the 
pencil-pushing—a result most earnestly 
to be desired in any engagement. 
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Formal Questionnaires and 
Programs Generally 


In a small concern where most of the 
bookkeeping is done by one person, 
there being practically no internal con- 
trol, and where the audit work can be 
carried out by one accountant in a fairly 
short time, the use of forms such as in- 
ternal control questionnaires and work 
programs would seem to be inappropri- 
ate. In such a case the principal may 
instruct the field accountant orally as to 
how he is to proceed, and the latter may 
indicate the scope of his work in the 
working papers as he performs it; a 
brief hand-written memorandum may 
suffice to set forth the essential informa- 
tion as to examinee’s records and the 
lack of effective internal control. On the 
other hand, in a large engagement 
where the client’s operations are com- 
plex and possibly far-flung, and where 
the services of numerous different ac- 
countants are required, some formal 
questionnaire and program material 
usually is a necessity. 

Between these two extremes are 
the medium-size engegements, which 
doubtless constitute the bulk of the 
average practitioner’s audits. As to 
these there may be a difference of 
opinion. I shall outline briefly my own 
preferences. 

I do not like rigid standard question- 
naires, work programs, or check lists 
which purport to be all-inclusive and to 
be suitable for universal use. I think 
anyone using them runs the risk of do- 
ing too much work, or too little work, 
or the wrong kind of work. 

On the other hand, I do favor flexible 
standard forms which are designed to 
suggest rather than to prescribe proce- 
dures, and to provoke rather than to 
stifle thought. With these as a founda- 
tion, a work program can be developed 
to suit the peculiar requirements of each 
engagement. I believe such a work pro- 
gram is highly desirable in most engage- 
ments, if for no other reason than that 
its preparation requires some concen- 
trated thinking about the work in ad- 
vance. Beyond this, of course, a well- 
prepared work program serves to keep 


the course of the field work within due 
bounds. 


Internal Control Questionnaires 


I have used the questionnaire ap- 
proach in evaluating the system of 
internal control for a good many years. 

An internal control questionnaire of 
the kind I have found satisfactory 
covers several pages. Each page is de- 
voted. to one of. the usual major ac- 
counting and custodial activities of a 
business enterprise, and contains space 
for the names of the pertinent officers 
and employees, or departments, and 
questions, together with certain ex- 
planatory material, relating to the 
more important functions within each 
activity. 

The questions are designed to focus 
attention on particular points at which 
internal control may be weak, so as to 
facilitate concentration of testing on the 
specific records affected and to eliminate 
unnecessary auditing of records which 
are adequately controlled. All questions 
are stated so that an affirmative answer 
indicates a satisfactory situation as to 
control and a negative answer indicates 
a bad or weak situation. Some of the 
questions relate to simple facts, such as 
whether the employees who process 
suppliers’ invoices have access to cash 
or to inventories. Most of the questions, 
however, relate to the auditor’s opinion 
as to the examinee’s accounting in cer- 
tain respects, and are designed to make 
him think about the possibilities before 
expressing himself. For example, one 
question is as to whether the prepara- 
tion of sales invoices is controlled to 
prevent errors and irregularities. The 
explanatory material referred to above 
sets forth some of the more usual means 
of obtaining effective control over vari- 
ous functions and records, and is in- 
tended to aid the auditor in formulating 
answers to questions of this kind. The 
form has a liberal supply of blank space, 
for explanations, suggestions, and 
other uses. 

Space is provided for the auditor to 
express his over-all conclusions con- 
cerning the internal control as to each 


February 





Audits—Planning and Review 


activity of the business, based upon his 
findings as developed through answer- 
ing the questions. In those cases where 
there is some weakness or lack in the 
internal control he is expected to state 
the respects in which this is the case, 
identifying the specific procedures fol- 
lowed by the examinee which are not 
good, or the points in the examinee’s 
routine where the control is weak or 
lacking, and identifying also the ac- 
counting records involved, upon which 
attention may need to be focused in 
selecting the audit procedures and 
determining the extent of tests. 

Where the use of the questionnaire is 
feasible in smaller organizations it usu- 
ally is filled out as far as practicable at 
the outset of the engagement. In larger 
organizations it may be filled out part 
by part, in each case just prior to and 
in conjunction with taking up the re- 
lated audit work in respect of a given 
activity of the business. 


Supplementing the 
Questionnaire 


In any case, the auditor must satisfy 
himself, not only by careful inquiry, but 
also by inspection of the records, and as 
far as practicable by actual observation 
of the procedure, as to the routine actu- 
ally employed. Knowledge acquired by 
questioning the examinee’s employees 
at the outset of the work should be con- 
sidered subject to substantiation by 
other means as the examination pro- 
gresses. It is not sufficient to accept a 
casual explanation of the routine 
followed. 

The auditor also must consider the 
probability of changes in routine and 
personnel during the period under ex- 
amination, including temporary changes 
due to vacations and other absences of 
individuals. It is not enough to accept 
only a description of the situation exist- 
ing at the time of taking up the work. 

In evaluating the effectiveness of in- 
ternal control for the purpose of decid- 
ing upon the extent to which various 
audit procedures should be applied, the 
auditor should be concerned not only 
with possible combinations of duties 
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which would permit concealment of 
irregularities singlehanded, but also 
with the possibilities of collusive action. 
He should consider also the possibility 
that important errors might exist in the 
records, which, although not due to 
fraud, might result in inaccurate or 
misleading financial statements. 

In investigating the various routines 
and procedures, the auditor should con- 
sider carefully the extent to which un- 
usual or infrequent transactions are 
controlled. For example, there may be 
adequate controls over regular sales of 
merchandise but virtually none over 
occasional sales of damaged or obsolete 
items, waste, salvaged materials, etc., 
which may be likely to involve currency 
receipts. There also may be well-estab- 
lished procedures for controlling dis- 
bursements in payment of vendors’ in- 
voices, but these procedures may not be 
applied to disbursements representing 
transfers between banks, expense-fund 
advances and reimbursements, loans to 
employees, ete. 

The auditor must exercise a high de- 
gree of judgment in analyzing the effect 
of any deficiencies in control. In each 
case where the situation is not good, he 
must consider carefully the possibilities 
of irregularities or errors being perpe- 
trated in view of the practical aspects 
of the situation and the existence of any 
alternative controls. For example, a 
theoretically bad situation exists if the 
person who prepares sales invoices also 
has access to cash, but there need be no 
particular concern if the cash to which 
such access is had consists of a small 
petty cash fund, or even if it consists of 
incoming collections provided such col- 
lections have been listed for control and 
there is adequate independent account- 
ing for the sales invoices. Furthermore, 
bad situations will occasionally appear 
to exist as the result of a bookkeeper’s 
participating in the performance of sev- 
eral accounting functions by virtue of 
preparing several different records on 
mechanical bookkeeping equipment. 
This situation is not necessarily bad if 
there are adequate controls over the use 
of the equipment. 
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An important consideration in the 
evaluation of a system of internal con- 
trol is as to whether the prescribed pro- 
cedures are effectively carried out ; that 
is, whether the records are adequate, 
whether the employees (including sup- 
ervisory personnel) are competent, and 
whether errors, discrepancies, and other 
irregularities developed during the work 
are properly followed up. The auditor 
should consider whether the duties and 
responsibilities of the various depart- 
ments, as well as those of individual 
officers and employees, are clearly fixed 
and defined, whether officers and em- 
ployees are required to take vacations 
annually, and whether accounting em- 
ployees are rotated where practicable. 
He should consider whether irregulari- 
ties might occur where executives are 
also executives of other businesses or 
where employees known to be related to 
each other are in key positions. If the 
records appear to be ill adapted to the 
needs of the business, if they fail to 
provide essential information readily, if 
they are maintained in a slovenly man- 
ner, there are opportunities for manipu- 
lation that do not exist, other things be- 
ing equal, where the opposite conditions 
prevail. In a department where the 


bulk of work is done by apparently 


underpaid, incompetent, uninterested 
clerical help, there are possibilities of 
irregularities that do not exist where 
the contrary is the case. A domineer- 
ing supervisor may be able. to impose 
his will on a group of below-average 
clerks and cause records to be manipu- 
lated to his advantage. If errors and 
the like are not properly followed up 
and corrected when they are developed, 
if the import of irregularities is not 
sensed by the employees who work on 
the records, latent dishonesty may be 
encouraged. Things such as_ these 
should be constantly in the mind of the 
auditor in making his survey of the 
system of internal control. — 

In order that the form be used most 
effectively, the contents, or the pertinent 
portions thereof, should be made known 
to the assistants performing the audit 
work on the related activities. The ac- 
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countant-in-charge should be sure that 
his assistants are thoroughly familiar 
with the situation and the implications 
therein, and with the audit procedures 
necessary to uncover fraud which may 
be perpetrated or errors which may be 
made because of system deficiencies. 

In concluding this perhaps too 
lengthy discussion of internal control | 
feel that reference should be made to 
the material on internal control issued 
by the Committee on Auditing Proce- 
dure of the American Institute of 
Accountants. The special report pub- 
lished by the Committee in 1949 and the 
case studies issued since that date 
should be familiar to all practicing ac- 
countants. 


Work Programs 

Standard program material intended 
for office-wide use may well outline the 
procedures for systematic tests of rou- 
tine transactions, and specify the upper 
and lower limits to which such tests 
ordinarily might be expected to extend 
under various conditions of internal 
control; describe the firm’s established 
procedures for performing certain com- 
mon tasks, particularly the reconcile- 
ment of bank accounts ; and indicate the 
general areas of the audit work usually 
performed in respect of the major items 
in financial statements, at the same time 
offering reminders as to specific matters 
within each of these areas which ex- 
perience indicates might otherwise pos- 
sibly be overlooked. Upon the basis of 
material such as this a work program 
can be developed for each individual 
engagement, details being supplied to 
fit the circumstances of the particular 
case, 

Such a work program should be both 
specific and general. It should detail 
the operations to be performed and the 
procedures to be followed in respect of 
routine matters. At the same time it 
should cover those aspects of the work 
which transcend routine, and as to them 
it should be expressed in broad terms. 
For example, the work program relat- 
ing to customers’ receivables should in- 
clude such specific instructions as are 
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appropriate in the circumstances as to 
inspection of documents, taking or 
checking of a trial balance of the indi- 
vidual accounts, confirmation of the de- 
tail balances, and similar work. But it 
should provide also for a broad study of 
the receivables, including computation 
and comparison of turnover rates and 
other significant ratios, review of the 
entries in the control account, consid- 
eration of the implications of any differ- 
ence between the total of the details and 
the balance of the control, and so on. 

As to form, it may be found conveni- 
ent to use a wide sheet with columns for 
instructions as to the work to be done, 
signature or initials of the accountant 
performing it, working-paper index, 
and remarks. Intelligent use of the 
space for remarks may sometimes obvi- 
ate the preparation of a_ separate 
analysis or memorandum. Staff ac- 
countants usually prefer to have the 
instructions in such form that they can 
sign or initial the work program as the 
various audit steps are completed ; this 
means that each instruction should 
cover only one operation. In wording 
the instructions, clarity and succinct- 
ness are important. I think it is worth 
while to give attention also to gram- 
matical construction and the use of 
words: this is one of the instances in 
which the audit work can be used to 
advantage to improve one’s ability to 
write. 

If the work program is to be used 
at branch locations by other offices of 
the firm or by correspondent firms, 
special care in its preparation is desir- 
able. In this event some explanatory 
matter usually is in order. This should 
include a brief description of the ex- 
aminee’s business and organization and 
of the accounting arrangements be- 
tween the branches and their head- 
quarters, in order that the auditors at 
the outlying locations may understand 
readily how their work is expected to 
fit into the whole. It may include also 
comments on the general scope of the 
examination, time of performing the 
work, form of the working papers, re- 
port requirements, time records, proce- 
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dure to be followed in the event 
irregularities or other unusual condi- 
tions are encountered, and_ similar 
points. 

In a repeat engagement the work 
program may be based upon the one for 
the previous examination, but only after 
consideration anew of the former pro- 
cedures in the light of conditions as 
they now exist. One of the worst sins 
an auditor can commit is to copy blindly 
the preceding year’s working papers. 
In a new engagement the work pro- 
gram may have to be developed a few 
steps at a time, although in most cases 
the principal should be able at the out- 
set to sketch out the major operations 
even if he leaves some of the details to 
be filled in later. 

I might mention a few other points 
which the principal should have in mind 
in developing the work program al- 
though I do not have the time to discuss 
them. One is the desirability in some 
situations of rotating the audit coverage 
from period to period, emphasizing now 
one detail of the examinee’s accounting 
and later another, so that in the course 
of several years all have been given 
close attention. The second is the form 
of the working papers; in some in- 
stances pro forma analyses may be pre- 
pared in advance for the use of the staff, 
especially on branch examinations. The 
last is the desirability of estimating the 
time requirements and preparing a time 
budget. 

In concluding this part of my re- 
marks I should like to emphasize that 
any formal work program should be 
regarded as a guide. Although it should 
be expected that specific requirements 
would be carefully observed in respect 
of those items where uniformity is es- 
sential (as in the case of information 
required of braffth locations for con- 
solidation and report purposes at head- 
quarters), it should never be expected 
that the instructions should restrict in 
any way the intelligent application of 
sound auditing procedures. If condi- 
tions are encountered during the exami- 
nation which indicate the necessity for 
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revising the work program appropriate 
changes should of course be made. 


Review of Working Papers 

[ shall leave planning now, and dis- 
cuss briefly some aspects of review. In 
doing so, however, I should like to 
point out that in practice one does not 
usually proceed from planning to re- 
view without devoting some time and 
effort to supervision meanwhile. You 
do not hand one of your staff seniors an 
outline of what you think he should do 
on an audit and send him out to do it, 
and then dismiss the whole thing from 
your mind until he places the completed 
working papers and draft report on 
your desk some time later. 

It is desirable to review the working 
papers and the report in the examinee’s 
office. If the reviewer raises a question 
the answer to which is not apparent in 
the working papers, or if he thinks 
some addifional work should be done, 
the matter can be disposed of with 
greater convenience and with less em- 
barrassment before the staff leaves the 
field location. If, as frequently happens, 
there are some points which the princi- 
pal himself wants to take up with the 
client, he can do this in conjunction 
with his review of the audit work. 

It is desirable also to conduct the 
review in the presence of the account- 
ant-in-charge. No matter how careful 
the latter may be in the execution of the 
examination, there almost always is a 
question to ask, a point to discuss, or a 
suggestion to make in connection with 
the review. 

The working papers should be re- 
viewed completely, systematically, and 
critically by a person who is qualified 
to determine whether the engagement 
has been properly eagguted. This gen- 
eraly is done in connection with the re- 
view of the report and by the same per- 
son who reviews the report. Usually he 
is the principal responsible for the en- 
gagement, but the principal may dele- 
gate the review, or part of it, to another 
person provided the latter is qualified to 
determine whether or not the field work 
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as evidenced by the working papers has 
been properly performed and that the 
report covers all matters which the 
working papers indicate to be neces- 
sary. 

Review of the working papers com- 
prehends the following essentials, but 
these are not to be considered as the 
only matters to which the reviewer 
must give his attention: 

Examination of the internal control ques- 
tionnaire and the work program to see 
that they have been properly completed. 

“xamination of the trial balance of the gen- 
eral ledger and any related grouping or 
assembly sheets to see that each item 
shows that it has received the necessary 
attention and that the statement classifi- 
cation of major items is correct. 

Consideration of any adjustments applied 
after the trial balance of the general ledg- 
er was taken. 

Consideration of each analysis or schedule, 

Ascertainment that the firm’s customary 
certifications have been obtained. 

Reading of excerpts from minutes, contracts 
and agreements, and similar documents. 

Consideration of comments noted in the 
papers by the staff accountants. 

Ascertainment that no questions or criti- 
cisms have been noted which have not 
been satisfactorily disposed of in the rec- 
ord, and that the papers are in order for 
permanent filing. 

The degree of detail in which the re- 
view is carried out depends somewhat 
upon the manner in which the work was 
planned at the outset and the extent to 
which the accountant-in-charge and his 
assistants were supervised during the 
course of the examination. If the plan- 
ning was sketchy and the supervision 
was light, the review has to be detailed. 

The quality of the staff executing the 
work also has a bearing on the extent 
of the review. The papers of a thor- 
oughly experienced man who is well 
known to the reviewer do not require as 
close attention as those of a less ex- 
perienced accountant who has only re- 
cently joined the staff. 

In any event, the reviewer should not 
regard the process as a clerical job, to 
be performed in a perfunctory manner, 
but should approach it with a lively 
imagination, for only in that way can he 
accomplish the purpose of the review, 
which is not only to detect deficiencies, 
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inconsistencies, and obscurities in the 
papers, but also, in a broad way, to de- 
termine whether or not the accountant 
has made the most of the opportunities 
afforded by the engagement to give the 
best possible service to the client. 

It is not appropriate, of course, for 
the reviewer to audit the auditor to the 
same extent that the auditor audits the 
client. A staff accountant making an 
independent reconcilement of a bank 
account would not think of accepting a 
list of outstanding checks presented to 
him by the bookkeeper without footing 
the list. The reviewer, on the other 
hand, would not think of footing any 
such list included in the staff account- 
ant’s working papers. This does not 
mean that at times the reviewer should 
not supplement his consideration of the 
working papers by questioning the 
members of the staff in order to assure 
himself that their procedures have been 
thorough. 

As the reviewer goes through the 
working papers he should have in mind 
the accumulation of suggestions for the 
next examination. No set of working 
papers is perfect. At least I have never 
seen one that I thought was perfect. In 
the light of hindsight, it frequently will 
appear to the reviewer that possibly cer- 
tain things might well have been done 
differently. He should make notations 
of such things, preferably on a separate 
sheet of paper, and place it where it 
will come to attention when the work 
is planned the next time. 

_ The reviewer should indicate the per- 
formance of his work in some appro- 
priate manner. I have followed the 
practice of initialing the principal parts 
of the working papers, such as the gen- 
eral ledger trial balance and related 
grouping or assembly sheets, record of 
adjusting entries, summary sheets on 
analyses and schedules, excerpts from 
the minutes, and so on, but not every 
page of the underlying details. 

In concluding the discussion of this 
topic it may be noted that the same con- 
siderations which guide the principal in 
reviewing the work as a whole should 
also guide the accountant-in-charge in 
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his review of the work done by his as- 
sistants. 


Report Review 

The first task of the report reviewer 
is twofold. It is to see that the report is 
adequately supported by the working 
papers and that the report contains all 
necessary disclosures indicated in the 
working papers. In connection with the 
financial statements he will check the 
figures into the papers, see that the cap- 
tions are proper, and that any necessary 
explanatory notes are appended. As to 
any commentary material, he will see 
that all statements of fact are supported 
by the papers and will pass on any ex- 
pressions of opinion. As to the certifi- 
cate, he will consider the necessity for 
any explanation or qualification. If the 
report contains numerous schedules 
and comments in addition to the main 
exhibits and a certificate, he may dele- 
gate much of the detail reference check- 
ing to a staff accountant or an office 
assistant, assuming the checking opera- 
tion does not require the exercise of 
judgment, for example as to whether 
underlying details have been properly 
assembled and resulting totals are pro- 
perly captioned. The checking of refer- 
ences from one part of the report to 
another is performed in most offices in 
connection with the typing of the report. 

The report reviewer is concerned 
with the form of the report as well as 
with its substance. He should be atten- 
tive to expression, grammatical con- 
struction, and all the other points that 
need to be watched if the report is to 
be a good one instead of a poor one. 

I have already mentioned the matter 
of auditing standards of reporting. The 
report reviewer must be familiar with 
these standards and see that each report 
conforms with them. He should have 
in mind also the Statement on Auditing 
Procedure (No. 23) issued by the In- 
stitute Committee, entitled ‘“Clarifica- 
tion of Accountant’s Report When 
Opinion is Omitted.” This subject has 
been widely discussed in professional 
magazines during the past year or two 
and I am sure all of you are familiar 
with it. 

119 











The New York Certified Public Accountant 


If the audit has disclosed any situa- 
tion as to duties, procedures, or condi- 
tion of records which is conducive in 
any important respect to the perpetra- 
tion or concealment of fraud, or to the 
existence of material errors in the rec- 
ords which might result in inaccurate 
or misleading financial statements, the 
reviewer should consider the desira- 
bility of bringing the matter, together 
with any practicable suggestions for 
improvement, to the attention of the 
client in the comments of the report or 
in a special letter. 

It almost always is desirable to re- 
view the report with the client before 
releasing it. This preferably should be 


done by the principal responsible ‘ur 
the engagement, or by a partner of the 
firm if the principal is not a partner, 
Such review does not mean, of course, 
that the auditor should in any way com- 
promise his independence by permitting 
the client to dictate what he says in his 
report. ; 

I recognize that the foregoing is the 
merest outline of the points to be con- 
sidered in reviewing a report. To carry 
the matter further, however, would in- 
volve a discussion of report technique, 
which is a very large subject in itself 
and one that is without the scope of 
this article. Consequently, I shall stop 
here. 





Tax Decisions of 1951 


(Continued from page 89) 


able and disallowed in part, the court 
ruled that the excessive portion was 
not a gift and hence remained fully 
taxable to the recipients. 
(Irma and Aida Smith v. Manning, (CCA- 
3) May 28, 1951.) 


“Kickbacks” by opticians to oculists 
were held not deductible as contrary to 
public policy. This case will be re- 
viewed by the Supreme Court. 

(Thomas and Helen Lilly v. Commissioner, 

(CCA-4) April 2, 1951.) 

A personal holding company on the 
cash basis may deduct the Federal in- 
come taxes paid and incurred in the 
taxable year. 

(Birmingham v. The Loetscher Company, 

(CCA-8) April 11, 1951.) 


Where a cash-basis taxpayer sells 
property and does not receive notes or 
other negotiable evidence of indebted- 
ness but merely the vendee’s contractu- 
al obligation to make deferred pay- 
ments, the taxpayer may report the 
profit as the payments are received, 
first as recovery of cost, and the excess 
as gain. 

(Nina J. Ennis, 17 T.C., No. 51; Sept. 27, 

1951.) 


A partner is entitled to the benefits 
of section 107 in computing tax on his 
share of lump-sum income for partner- 
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ship services rendered in part prior to 
his admission to the firm. 

(Commissioner v. Elder W. Marshall, 

(CCA-3) Dec. 21, 1950; Commissioner v. 

Sigvold Nielson, (CCA-9) Feb. 7, 19531; 

G.C.M. 26993.) 

A decision which may prove of seri- 
ous consequence to many taxpayers and 
their tax representatives is Andrew 
Jergens; 17 T.C., No. 94; Nov. 21, 
1951. It was held therein that a cor- 
porate officer may not deduct entertain- 
ing expenses incurred by him person- 
ally and not reimbursed by his cor- 
porate employer. This finding might be 
avoided if an employment contract or 
the corporate minutes indicated clearly 
that it was the mutual contractual 
understanding that the compensation 
paid included such expense reimburse- 
ment. 

Where the taxpayer was in financial 
difficulties and arranged a settlement 
with its creditors so that they accepted 
less than the face amount of their claims 
and canceled the balance, it was ruled 
that these were business dealings and 
that each cancellation was the result of 
each creditor’s business judgment and 
was not a gift. As a consequence, the 
forgiven portion of the indebtedness 
was deemed taxable income. 

(The Marshall Drug Company v. U. S., 

U. S. Court of Claims; March 6, 1951.) 
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Book Publishing Accounting 


By James J. O’DonNELL, C.P.A. 





This paper outlines some of the more important accounting prob- 

lems of book publishers, including printing medium costs (plant) 

and the amortization thereof, inventory control, royalties, and title 

accounting. It will be very helpful in orienting those with no 
previous experience in this field. 


ae publishing is one of the princi- 
pal industries in the Graphic Arts 
group. In the broad sense, any pro- 
ducer and distributor of a book may be 
classified as a book publisher. The 
major sources of books are commercial 
publishers, university presses and gov- 
ernment agencies. We are particularly 
concerned with the commercial pub- 
lishers which are by far the largest 
in number and the most diversified in 
activity. As in any large industry, spe- 
cialties have developed. Publishers of 
original publications are classified into 
trade, educational, juvenile, scientific, 
technical, sport, religious, and other 
groups. The term, “trade”, generally 
includes the fiction, non-fiction, poetry 
and plays found in the average book- 
store. 

Most publishers departmentalize 
their operations when sales volume and 








James J. O’DONNELL, C.P.A. 
(New York), a member of the So- 
ciety, is currently serving on the 
Society's Committee on Graphic 
Arts and Allied Industries Account- 
ing, on which he formerly served as 
Chairman. He was graduated from 
St. John’s University, School of 
Commerce, with the degree of B.B.A. 

Mr. O’Donnell is a partner of W. 
C. Heaton and Company, a New 
York firm of CPA’s. 

This paper was presented by Mr. 
O'Donnell at a technical meeting of 
the Society held at the Engineering 
Societies’ Building on May 24, 1951, 
under the auspices of the Committee 
on Graphic Arts and Allied Indus- 
tries Accounting. 














1952 


publication lists in two or more groups 
reach sufficient proportions. Book clubs 
and reprint houses are not usually pub- 
lishers of original editions. 


Publishers of original editions must 
select, edit, produce, advertise, pro- 
mote, sell and ship their respective pub- 
lications. Generally, publishers contract 
with specialists outside their organiza- 
tion in matters pertaining to produc- 
tion and distribution. For example, 
among the creditors and vendors we 
find authors, special editorial readers, 
translators and indexers, compositors, 
printers and binders, advertising agen- 
cies, job printers, selling agents, ship- 
ping concerns, and sometimes manage- 
ment contractors. 


One of the difficult parts of book 
publishing is creating and maintaining 
a satisfactory list of new publications 
season after season. “Quick turnover” 
books, “back list’’ books and a publish- 
er’s pride of product are basic consid- 
erations to bear in mind in evaluating 
a satisfactory publication list. How- 
ever, the emphasis is on the individual 
title. Each title published is a distinct 
product. The “break even” point of 
books sales by titles and, of course, in 
total varies among publishers. For a 
satisfactory profit there must be titles 
that sell quantities substantially in ex- 
cess of the “break even” point. With 
some exceptions, it is from the better 
selling books that income from sub- 
sidiary rights is received, including : 

Reprints 

Serialization 

Book club selections and premiums 
Movie and dramatic rights 

Royalties (usually foreign editions) 
Selection permissions 
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Operating Income and Gross Profit 


It is from the two sources of operat- 
ing income, namely, the gross profit on 
books sold, and income from subsidi- 
ary rights, that all operating expenses 
must be deducted to arrive at net oper- 
ating income. Some organizations pre- 
fer to deduct all operating expenses 
from the gross profit on books sold and 
then add income from subsidiary rights 
to arrive at operating income, and 
others prefer to allocate operating ex- 
penses between the two sources of in- 
come. There is nothing sacred about 
classifications, or the form of state- 
ments designed. Reasonable modifica- 
tions may be used to meet conditions 
peculiar to each concern. However, 
consistency from year to year is impor- 
tant and there are obvious advantages 
in conforming to custom and tradition 
in the trade when comparing percent- 
ages with others in the publishing in- 
dustry. 

\mong publishers the gross profit 
on books sold is almost universally con- 
sidered to be the amount obtained by 
subtracting from the net sales the sum 
of (1) the manufacturing or production 
cost of the books sold, (2) the royalty 
applicable to the books sold, and (3) 
the plant expense. 

Very few publishers operate, own, or 
control book manufacturing facilities. 
Instead, purchase orders, applicable to 
each phase of the production process, 
are issued to associated industries in- 
cluding die makers, engravers, com- 


Fiction 
Ist Month- 35% Ist Month— 
2nd “ — 20% 2nd “ — 
oe: ae 15% 3rd  “* — 
4h “ - 10% 4h “ — 
5th “ — 10% Sth “ — 
6th “ — 


6th ‘“ —To Metal Value 


positors, printers and binders. The pro- 
duction process results in the publisher 
acquiring the printing medium (plant), 
and merchandise (books and printed 
sheets ). 


Printing Medium (Plant) 

The accounting treatment of plant 
requires some extended comment. The 
cost of plant includes all the direct 
charges incurred in producing the com- 
pleted printing medium for the first edi- 
tion. A separate cost record should be 
maintained for each title. Among the 
charges to plant are expenditures for 
special editing and translation fees, art 
work, illustrations, dies, cuts, engrav- 
ings, composition, extra page proofs, 
authors’ alterations, plates, and copy- 
right fees. The principal amounts 
charged to plant usually consist of com- 
position and plate charges. Plant, espe- 
cially plates, has some intrinsic value 
until subsequent edition, license and 
rental possibilities are exhausted. 

While some publishers charge off 
plant purchases currently or include 
them in the cost of the first edition, the 
usual practice is to capitalize costs to 
date of publication and write them off 
in the month of publication, or through 
extended amortization charges. The 
amortization charge is usually com- 
puted on a time basis, based upon sales 
experience with similar publications. 
For example, a publisher may elect to 
reduce capitalized plant to the esti- 
mated metal value of plates, as illus- 
trated by the following formulae: 


Non-Fiction 


30% 7th Month— 5% 
15% 8th “ — 5% 
10% th “«§ — 5% 
5% 10th “* — 5% 
5% lith “ — 5% 
5% 12th ‘“  —To Metal Value 











The plant costs of special non-fiction 
titles which are expected to have a 
longer life may be amortized according- 
ly over a longer period. 

The method selected should be con- 
sistently followed. 

When plant costs are capitalized, un- 
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published plant and unamortized plant 
amounts should be shown in the non- 
current section of the balance sheet. 
The portion charged off to plant ex- 
pense should be shown in the cost of 
books sold section of the income state- 
ment. 
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The gain or loss from the sale of 
plant is treated similarly to sales of 
capital assets. 


Production Costs and Inventories 


Cost records used to accumulate the 
direct cost of plant by title may also be 
used to determine the direct production 
cost of printed sheets and bound books. 
Production costs include paper, print- 
ing, cloth binding, and jacket or wrap- 
per charges. Perpetual inventory con- 
trol methods are used to control paper, 
cloth, printed sheet and bound book 
inventories. The unit cost of printed 
sheets is the sum of paper and printing 
costs divided by the quantity printed. 
The unit cost of bound books is the sum 
of the unit cost of printed sheets and 
the unit cost of binding. A new unit 
cost is established for each printing and 
each binding. 

On the income statement, the total 
production cost is the sum of the open- 
ing inventory and total purchases of 
paper, printing and binding reduced by 
the cost of gift copies (which is usually 
charged to promotion or selling ex- 
pense) and the closing inventory. In- 
ventories are usually stated at the lower 
of cost or market. For management, 
comparative and _ statistical purposes 
the write-down of the closing inven- 
tories is frequently shown on the in- 
come statement as a separate item. 

It is appropriate at this time to 
elaborate on the internal control of in- 
ventories by quantity and by location. 
Paper, cloth and printed sheet inven- 
tories are usually on the premises of 
several printers and binders. Bound 
books remain in the possession of bind- 
ers until forwarded to the publisher’s 
office or shipping room, shipping serv- 
ice warehouse or consignment deposi- 
tories. Perpetual inventory control 
records must be maintained to show the 
quantity of paper and cloth, and printed 
sheets or bound books of each title, 
available at each location. 

[t is an accepted auditing procedure 
to obtain written confirmation of quan- 
tities from reputable printers, binders, 


me 
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independent warehouses and consign- 
ment depositories. Binderies should be 
requested to indicate the billing stage 
of the inventories confirmed. For ex- 
ample, it is not unusual to find books 
physically bound for which binding 
charges have not been billed to the pub- 
lisher. Unbilled binding charges on 
completed binding orders should be ac- 
crued at the end of the accounting pe- 
riod, or the approximate unbilled 
amount should appear as a footnote on 
the balance sheet. 


Royalties 


When a publisher agrees to publish 
the work of an author, the publisher 
and author enter into a contract in 
which the publisher agrees to compen- 
sate the author by paying either a 
royalty on (1) books sold, (2) book 
stock disappearance, (3) quantity 
printed, (4) share of the profits or (5) 
a lump sum. Paying royalty on books 
actually sold is the method most gen- 
erally used. 

Royalty advances are made to au- 
thors on or before, usually before, 
publication date based on estimated 
royalties to be earned on a specific book, 
specific books or on general account. 
Charges are sometimes made to au- 
thors’ accounts. for certain editorial, 
manufacturing and promotion costs if 
specifically provided for in the royalty 
contract. Royalty advances on pub- 
lished and unpublished books should 
be shown at their realistic value in the 
non-current asset section of the balance 
sheet. Frequently, advances are, in 
effect, minimum guarantees to the au- 
thor and unless sufficient royalties are 
earned unrecovered balances must be 
written off. 

Royalty contracts often contain grad- 
uated rate clauses wherein the royalty 
rates increase after a specific number 
of books are sold. The rates also vary 
on regular, mail order, special and re- 
mainder sales and as to sales to domes- 
tic, Canadian and other foreign mar- 
kets. The rate may be applied to the 
catalog list price, a net wholesale price 
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at a specific discount or on the net 
amount of publisher’s charges. The 
calculation of royalties therefore re- 
quires carefully classified and some- 
what detailed tabulations of sales. To 
assure the accountant of the reason- 
ableness of quantities recorded for roy- 
alty purposes, sales records should 
reconcile to inventories. The total roy- 
alty applicable to the books sold should 
be charged to royalty expense and ap- 
pears in the cost of books sold section 
of the income statement. Credits to 
authors’ accounts for royalties earned 
either reduce the advances or establish 
a current liabiltiy for royalties payable. 
Frequently, an author’s portion of re- 
ceipts from subsidiary rights is credited 
directly to the author’s account. 

Each author’s account is summarized 
at regular intervals and a royalty state- 
ment of the transactions and balance is 
submitted to the author. 


Title Accounting 
Because each title published is, in 


many ways, a separate venture, it is 
essential for management to know the 
results of operations by individual 
titles. The proper and careful prepa- 


ration of title accounting records are 
the means of obtaining this inforra- 
tion. This record should show for each 
title published, the total income (from 
book sales and subsidiary income), and 
the total direct chargeable costs and 
expenses. The extent to which all costs 
and expenses are recorded may vary 
somewhat, but they should include the 
total costs of plant, paper, presswork, 
binding and the total royalty earned 
(or author’s advance if that is greater). 
Other expenses directly chargeable to 
particular titles are the cost of gift 
copies, space advertising, and special 
circulars, posters, and dummies. 

In evaluating the significance of the 
final figure shown on title accounting 
records, careful consideration should 
be given to editorial, shipping and other 
expenses generally classified as over- 
head, the future income possibilities, 
and the potential value of an author. 
Title accounting records have been 
found to be a very useful guide to pub- 
lishers, especially during periods of ris- 
ing costs and material shortages, so 
that the publisher will be in a position 
to adjust the list price to obtain a rea- 
sonable profit on each specific title. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Medical Expense and 
Contributions—Limitations 


pany the New York State income 
tax law a deduction from gross 
income is permitted for medical ex- 
penses. Only medical expenses in ex- 
cess of 5% of the net income are al- 
lowed as a deduction and the maximum 
deduction may not exceed $1,500 for a 
husband and wife filing a joint return. 
One of our members wants to know if 
the net income upon which the excludi- 
ble portion of 5% is computed includes 
capital gains. 

In 1938 the law relating to the taxa- 
tion of capital gains was amended. 
Such gains are now taxed separately. 
For that reason Article 21 of the Regu- 
lations provides that gross income does 
not include capital gains. Sec. 359 of 
the law which defines gross income 
provides that the term gross income 
shall not include capital gains. On the 
basis of the law and regulations, there- 
fore, the excludible portion of the medi- 
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the Institute’s Committee on Fed- 
eral Taxation and its Council. 
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tice as a certified public accountant 
and attorney in his own office in 
New York City. 











cal expense would be based upon net 
income exclusive of capital gains. 

The deduction for contributions is 
limited to 15% of net income. This 
limitation likewise would not be based 
upon any capital gains. After the law 
had been amended in 1938 so as to tix 
such gains separately, a series of ques- 
tions and answers was promulgated by 
the Tax Commission. Question 16 
read, “Are charitable contributions de- 
ductible in the computation of net 
capital gain?” The answer was “No. 
They are deductible only from gross 
income in an amount not in excess of 
15% of net income.” 


Capital Gains and Losses 

The 1951 Revenue Act now makes 
it possible to utilize 100% of a net long- 
term capital loss. Such loss may be off- 
set 100% against net short-term capital 
gains and any balance remaining may 
be deducted from ordinary income to 
the extent of $1,000. The excess may 
be carried forward for five succeeding 
years and offset in full against capital 
gains or against ordinary income to the 
extent of $1,000. The new act ap- 
proaches more closely the New York 
law in that 100% of a loss, long- or 
short-term, is taken into account under 
the New York law. No deduction how- 
ever is allowed against other income, 
but a carry-over in full is permitted 
for five years to be offset against any 
capital gains in those years. 


Optional Deduction 

A deduction equal to 10% of gross 
income, but limited to $500, is allowed 
in lieu of all allowable deductions, un- 
der the State income tax law. This 
provision does not work as liberally as 
the standard deduction under the fed- 
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eral law. Under the state law the op- 
tional deduction replaces all business 
deductions as well as personal deduc- 
tions. In the case of an individual who 
changes his residence during the year 
and who files both a resident and a 
non-resident return, the optional de- 
duction may not be used. 

It has been suggested that the op- 
tional deduction be allowed in addition 
to all business deductions. In the case 
of a change in residence, it has been 
recommended that the optional deduc- 
tion be allowed on the resident return 
on a prorated basis. 

The New York law makes the op- 
tional deduction irrevocable for the 
particular taxable year. The 1951 Rev- 
enue Act now makes the standard de- 
duction revocable within the statutory 
period of limitations. A similar pro- 
vision for the optional deduction is 
recommended. 


Capital Assets—Section 117(j) 


Under the Internal Revenue Code, 
property used in trade or business as 
to which the law permits a depreciation 
allowance, and real property used in a 
trade or business, are not included in 
the definition of capital assets. How- 
ever a gain resulting from a sale or ex- 
change of such assets if held for more 
than six months, may be treated as a 
capital gain. The effect of this provi- 
sion is to give a taxpayer the benefit 
of full deduction of a loss against ordi- 
nary income, and to give him the bene- 
fits of capital gain treatment in the 
event of a gain. The New York State 
law does not have a comparable pro- 
vision. Under the state law (Sec. 350) 
the term “capital assets” does not in- 
clude business realty or depreciable 
business property. Gains on such as- 
sets would be fully taxable and losses 
fully deductible. It has been suggested 
that the Tax Commission approve a 
change in the law adopting a provision 
comparable to Sec. 117(j). The Com- 
mission has not favored such a change. 
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Net Operating Loss Deduction— 
Franchise Tax 


Under Art. 9(a) the starting point 
for entire net income is the net income 
reported for federal income tax pur- 
poses. One of the adjustments to fed- 
eral net income required under Sec. 
208.9(b) is the elimination of any net 
operating loss deduction. It is now 
well recognized that the deduction of 
a net operating loss is a sound and 
equitable provision for taxing income 
of a business. The artificial one-year 
basis of taxation of income, while prac- 
tical and necessary for raising revenue, 
is not valid economically. The net op- 
erating loss deduction cures this major 
inequity by spreading the income over 
an economic cycle if a business does 
not show a profit each year. 

It would seem that a similar provi- 
sion should be a part of the franchise 
tax law, but the Tax Commission has 
never looked with favor upon any sug- 
gestion for allowing a deduction of a 
net operating loss in determining entire 
net income. Undoubtedly there would 
be a loss in revenue, but a sound tax 
policy favors such a provision even if 
it means an increase in the franchise 
tax rate should the loss in revenue be 
too great. It is suggested that the Tax 
Commission undertake a study of the 
effect on the revenue of such a deduc- 
tion to determine how much might be 
involved in a typical year. 


Allocation of Receipts 


Under the receipts factor, a sale is 
allocated to New York if the property 
is located in the state, either at the time 
the order is received or at the time the 
property is appropriated to the order. 
In the latter case it is immaterial where 
the order is received (Reg. Art. 413.1). 

There has been some criticism of the 
emphasis given to the location of mer- 
chandise at the time it is appropriated 
to an order. The suggestion has been 
offered that more weight be given to 
the place where the sale is negotiated 
or the place where the merchandise is 
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shipped. We understand that the Tax 
Commission is presently studying this 
situation. 


Subsidiary Capital 

If a corporation owns more than 
50% of the stock of any corporation, 
the latter is defined as a subsidiary and 
the investment in such subsidiary is 
defined as subsidiary capital. Such 
capital is not subject to the one mill 
tax on total business and investment 
capital. Subsidiary capital is separately 
taxed at the rate of one-half mill on the 
first 50 million dollars, and then only 
on that portion of subsidiary capital 
allocated to New York. The allocation 
is determined by the franchise tax re- 
port filed by the subsidiary company 
for the preceding year. Sec. 210.7 pro- 
vides, however, “that the portion of the 
taxpayer’s subsidiary capital to be al- 
located within-the state shall be not 
less than fifteen per cent...” 

Where the subsidiary capital allo- 
cated to New York is less than 15% 
under the statute a taxpayer may es- 
tablish “to the satisfaction of the Tax 
Commission” that such is the fact and 
that less than 15% of the corporation’s 
activity with respect to the subsidiary 
is conducted within the state. That is 
not an easy task and the 15% floor on 
subsidiary capital is in many cases too 
high. So far as we know this percent- 
age is rarely reduced. 

It has been suggested that a floor 
on subsidiary capital of from 5 to 714% 
would be more realistic. The Tax 
Commission is not in agreement with 
this suggestion. 


Gross Receipts Tax—Refunds 


A taxpayer who has endeavored to 
obtain a refund of a Gross Receipts 
tax payment erroneously made, often 
experiences exasperation or even de- 
spair. Perhaps it is really the fault of 
the law. If that is so, then it is sug- 
gested that the Comptroller of the City 
of New York recommend changes in 
the law and the procedure for refunds 
in the interest of fairness to taxpayers. 
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The law should be made as palatable 
as any tax law can be. 

The Administrative Code (Sec. B 
46-5.0) provides that a tax erroneous- 
ly, illegally or unconstitutionally col- 
lected shall be refunded or credited. 
Application for a refund must be made 
within one year of payment. We have 
no quarrel with this provision. But 
the Code provides that no claim for 
refund will be entertained unless the 
tax was paid “under protest, in writ- 
ing, stating in detail the ground or 
grounds of the protest.” But suppose 
the taxpayer is not aware at the time 
he pays the tax that he has overpaid it. 
It is almost hopeless for him to obtain 
a refund under those circumstances. 
He must then squirm and twist the 
facts in his case in order to come within 
the tiny loopholes that might enable 
him to get the refund to which he is 
justly entitled. He must show that the 
overpayment of tax was due to a mis- 
take of fact. Generally, such mistakes 
are errors in computations or footings 
or errors in transcribing figures from 
original records to the tax return. The 
failure to take allowable deductions and 
the failure to exclude non-taxable re- 
ceipts are mistakes of law and such 
mistakes cannot generally be corrected 
unless the return was filed under p-o- 
test. These are the mistakes that a tax- 
payer may not detect until after the 
return has been filed. He must then 
try to convert a mistake of law into a 
mistake of fact, a Houdini-like feat. 
Such a situation really has no place in 
a tax law. 

A recent news release suggests a 
proposed increase in the gross receipts 
tax rate with some reduction in the 
sales tax. This is an appropriate time 
to correct the procedure and basis for 
obtaining refunds of taxes erroneously 


paid 


Involuntary Conversion 


Sec. 354.4 of the income tax law pro- 
vides that no gain or loss shall be rec- 
ognized as a result of a compulsory or 
involuntary disposition of property, 


127 








The New York Certified Public Accountant 


provided the taxpayer forthwith and in 
good faith acquires similar or related 
property. The taxpayer may also meet 
the provisions of this section if he ac- 
quires control of a corporation owning 
the similar or related property. 

To cover situations where it is not 
practicable for a taxpayer to acquire 
similar property forthwith, the law and 
Regulations (Art. 493b) provide that 
the taxpayer may obtain permission to 
set up a replacement fund in which the 
proceeds received as a result of the de- 
struction, theft, seizure or condemna- 
tion of his property are held. In the 
application to the Commission to estab- 
lish such a fund the taxpayer must 
“recite all the facts relating to the 
transaction and declare that he will 
proceed as expeditiously as possible to 
replace or restore such property.” In 
addition, the taxpayer will be required 
to furnish a bond in an amount not in 
excess of twice the estimated additional 
income taxes that would be payable if 
no replacement fund were established. 

There are similar provisions in the 
Internal Revenue Code governing the 
non-taxability of a gain resulting from 
involuntary conversions. After the 
Revenue Act of 1951 was passed Con- 
gress passed an amendment to I.R.C., 
Sec. 112(f), making the provisions of 
non-taxability applicable to situations 
where similar or related property is 
acquired before the proceeds are re- 
ceived for the property involuntarily 
converted. No similar provision is 
found in the New York law. 

We were recently asked for an opin- 
ion on whether a taxpayer would be 
required to obtain permission of the 
Tax Commission for establishing a re- 
placement fund, if such permission had 
already been obtained from the Com- 
missioner of Internal Revenue. There 
is no provision in the New York law 
exempting a taxpayer from the require- 
ments of the law or regulations based 
upon similar provisions in the federal 
law. There is every likelihood that the 
Tax Commission would give its con- 


1 3 F, Supp. 500 (1933). 
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sent to set up a replacement fund if the 
Commissioner of Internal Revenue had 
done so. The federal and state laws 
involve separate jurisdictions and one 
is entirely independent of the other. In 
the matter of the replacement fund, 
the State safeguards its revenues by 
requiring the taxpayer to furnish a 
bond. It might mean the loss of rev- 
enue to the State for a taxpayer to 
ignore this provision. Under the cir- 
cumstances the provision in the law in 
our opinion would be strictly con- 
strued. 


Reclassification of a Real 

Estate Corporation 

A real estate corporation is taxable 
under Sec. 182 of Article 9. This clas- 
sification is more favorable taxwise 
than one under Article 9A and require- 
ments for classification as a real estate 
company must be strictly adhered to. 
For example, if a real estate corpora- 
tion is controlled by a business corpo- 
ration and the property of the real 
estate corporation is used or occupied 
by the business corporation, the real 
estate corporation becomes a business 
corporation taxable under Art. 9A. 
Again, if more than 10% of the aver- 
age gross assets of a real estate corpo- 
ration consist of stocks, bonds or loans 
to wholly-owned subsidiaries, the cor- 
poration loses its status as a real estate 
corporation and becomes taxable as a 
business corporation. 

It may become important to deter- 
mine just when a change of classifica- 
tion occurs. Is it when there has been 
a change in the activities of a corpora- 
tion, even though the Tax Commission 
is not then aware of such change, or 
when the Tax Commission takes some 
action on the basis of its audit of the 
tax return? This question was before 
the court in the Norembega Co. case 
In this case the taxpayer argued that 
its classification had automatically 
changed when the nature of its business 
had changed. It happened that in that 
year the franchise tax law on real es- 
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tate corporations had been changed by 
adding the 2% tax upon a surplus at 
the time of a change in classification. 
If the taxpayer’s contention was valid 
it would not have been subject to the 
2% tax, since the change in classifica- 
tion would have occurred prior to the 
enactment of the new provision. But 
the court held that the change takes 
place when the Tax Commission so 
determines. 

A later case? seemed to cast some 
doubt on this holding. In this case, 
which arose under old Article 9A, a 
real estate corporation had changed the 
nature of its business on November 22, 
after the commencement of the fran- 
chise tax year (November Ist, under 
the old law). It was held that the cor- 
poration was not required to file a re- 
turn as a real estate corporation for the 
year in which the change occurred, and 
it was not required to file a return un- 
der Article 9A until the following year. 
The court held that when a corporation 
which was wholly engaged in the pur- 
chase, sale and holding of title to realty 
for itself, purchased stock of an invest- 
ment company which the corporation 
thereafter held for business purposes, 
it ceased to be a “real estate corpora- 
tion” and ipso facto, without legal pro- 
ceeding, became a “business corpora- 
tion” and was not thereafter liable for 
franchise tax imposed against real es- 
tate corporations. Of course, under 
new Article 9A,? the base year and 
privilege year are now the same, and 
the corporation would be required to file 
a return as a business corporation for 
the year in which the change occurred. 


Unincorporated Business Tax— 

Allocation 

If a business is carried on within and 
without the state, only the New York 
business is subject to the Unincorpo- 
rated Business tax. It is noteworthy 
that the first method of allocating New 
York business given in the Regulations 
(Question 77) may be based upon the 


books of the business if they are “so 
kept as regularly to disclose the pro- 
vortion of income earned within this 
state, ...” The second basis given in 
the Regulations is one that has the ap- 
proval of the Tax Commission. 

The third basis of allocation is the 
use of a formula consisting of three 
factors: real and tangible property, 
payroll, and sales. A recent amend- 
ment to the Regulations (Questions 79 
and 81) clarifies the sales factor where 
this relates to charges for services. 
Charges for services are to be allocated 
to New York if the services are “per- 
formed by an employee, agent, agency 
or independent contractor chiefly situ- 
ated at, connected with, by contract or 
otherwise, or sent out from offices of 
the unincorporated business, . . . situ- 
ated within the state.” 


Unincorporated Business Tax— 

Allocation for Security 

Brokers 

An amendment to the Regulations 
(Question 82(a)) now requires se- 
curity and commodity brokers doing 
business within and without the state 
to allocate commissions on the basis of 
a fixed percentage. If the order origi- 
nates at a bona fide established place 
of business outside the state and is then 
received at the New York office for 
execution on a New York exchange, 
40% of the commission is allocated to 
New York and 60% outside the state. 
If the order originates at the New York 
place of business and is then trans- 
mitted to a bona fide office of the broker 
for execution on an exchange located 
in another state, 60% of the commis- 
sion is allocated to New York and 40% 
outside the state. 
Non-Residents—Allocation Under 

the Income Tax Law 

Non-residents doing business within 
and without the state may allocate their 
income. This applies also to a New 
York partnership with a non-resident 
member, provided the partnership car- 


? Unum Real Estate Corp. v. Tax Commission, 281 N. Y. 844 (1939). 


> Laws of 1944, Chapter 415. 
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ries on business within and without 
New York. The allocation provisions 
relating to the unincorporated business 
tax and the amendments mentioned 
above are equally applicable to the in- 
come tax on _ non-residents. The 
amended Regulations are Art. 457, 
clarifying services in the allocation for- 
mula, and Art. 471, relating to the ap- 
portionment of commissions received 
by brokers dealing in securities and 
commodities. 


Change of Residence During the 
Taxable Year 


\ non-resident becomes a resident 
during the year. While a non-resident 
he earned some income which he real- 
ized during the period of his residency. 
Is such income, the taxpayer being on 
a cash basis, subject,to tax in New 
York? 

\rticle 524 of the Regulations prob- 
ably covers this situation. The Regu- 
lation applies to situations where “an 
individual changes his status from that 
of a resident to that of a non-resident 
or from that of a non-resident to that 
of a resident Two returns are 
required. “The return for the period 
prior to the change shall include 
all items of taxable income received by 
or accrued to the taxpayer up to the 
date of his change in status. In other 
words the return shall be made on the 
accrual basis irrespective of whether 
that be his established method of re- 
porting.” 

According to the Regulation all in- 
come accrued to the individual up to 
the time he became a resident would 
not be subject to tax, since under the 
facts it was not earned within the state. 
It should be noted that where a resi- 
dent becomes a non-resident during the 
year, he cannot escape the tax on any 
income earned in New York before the 
change in residence. It is reportable 
on the accrual basis. Apparently the 
same procedure is applicable to the 
non-resident who becomes a resident 
during the year. 


Treatment of Treasury Stock 
under the Franchise Tax Law 
Lawrence B. Spirer sends us an in- 

teresting question regarding the in- 
cludibility of treasury stock as an asset 
in computing business capital. He 
points out that Article 331 of the Regu- 
lations excludes treasury stock as in- 
vestment capital. If it therefore con- 
stitutes business capital he poses the 
question of whether it constitutes an 
asset of a corporation. He calls our 
attention to two decisions under the 
federal law. In the first case,* the court 
said: “Indeed the only difference be- 
tween a share held in the treasury and 
one retired is that the first may be re- 
sold for what it may fetch on the mar- 
ket, while the second has disappeared 
altogether. * * * They (treasury stocks) 
are not a present asset, because as they 
stand, the defendant (the corporation) 
cannot collect upon them. What in fact 
they are is an opportunity to acquire 
new assets for the corporate Treasury 
by creating new obligations.” In the 
second case,> the court said: “In our 
opinion it is an exceedingly doubtful 
theory that reacquired stock such as is 
involved here is to be treated as ‘prop- 
erty’ in the way that stock of another 
corporation held in a corporation’s as- 
sets is property.” 

In our opinion treasury stock would 
constitute business capital. Under old 
Article 9A the one mill tax was levied 
against issued capital stock and this in- 
cluded stock issued but reacquired by 
the corporation. In the Borg case, re- 
ferred to by Lawrence Spirer, the court 
at one point says, “The mere acquisi- 
tion of stock does not operate to retire 
it or to impose any obligation to retire 
it. It was an asset and the company 
could have sold it.” Until the stock is 
actually retired by the corporation 
through formal proceedings required 
by the corporation law of the state it 
remains issued stock and the Tax Com- 
mission would probably continue to 
consider it an asset under new Article 
9A. 


Borg v. International Silver Co., 11 Fed. (2d) 147 (1926). 
5 Bruckheimer, 46 BTA 234, Appeal to CCA2 dismissed (1943). 
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Notes on the New York State 
Unemployment Insurance Law 








Conducted by SAMUEL S. Ress 


- ie right to a reduced unemploy- 
nent insurance tax rate may de- 
pend on which of two firms can be 
deemed the successor to a business that 
has been operated for a number of 
years by one firm and thereafter by a 
second concern. 

In Appeal Board Case #24,419-50, 
decided on November 16, 1951, the 
issue was determined in favor of a hotel 
operating corporation which had leased 
both the real estate and the personalty 
from the corporation which owned the 
hotel properties. 

In the case at bar Hotel AB, owned 
by the NY Corporation, was operated 
by the AB Corporation, the em- 
ployer, from October, 1938, to Aug- 
ust, 1948, when the lease expired. 
In March, 1941, while operating 
Hotel AB, the AB Corporation ac- 
quired title to Hotel MN which pro- 
perty it continues to own at the 
present time. From March, 1941, to 
March, 1949, Hotel MN was oper- 
ated by lessees who paid the AB 
Corporation a.fixed rental plus a 
percentage of the profits. The AB 
Corporation was subject to the New 
York State unemployment insurance 
law as the employer of the help in 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the Soci- 
ety's Committees on Clothing Manu- 
facturing Accounting and on Labor 
and Management. 











the Hotel AB from 1938, to August, 
1948. From August, 1948, to March, 
1949, the AB Corporation operated 
no hotel but merely collected rents 
and met mortgage payments, paid 
officers’ salaries, and filed quarterly 
unemployment insurance reports. On 
February 7th, 1949, the AB Corpora- 
tion changed its name to the MN 
Corporation and commencing March 1, 
1949, it undertook the operation of the 
MN Hotel and paid contributions on 
the payroll of the hotel employees. 

The Z Corporation was organized in 
August, 1948, leased Hotel AB from 
the owners and commenced operating 
the hotel. The Industrial Commissioner 
issued a determination that on the ex- 
piration of the Hotel AB lease and the 
surrender of the premises to the new 
lessee (the Z Corporation) the latter 
was deemed the successor and entitled 
to the unused contribution rate credits 
and experience of the AB Corporation. 
The AB Corporation (now known as 
the MN Corporation), the employer in 
this proceeding, contested the deter- 
mination and requested a hearing. The 
referee ruled in favor of the MN (for- 
merly AB) Corporation. The Indus- 
trial Commissioner appealed from the 
Referee’s decision. 

The Appeal Board affirmed the Re- 
feree’s decision. It held that the MN 
(AB) Corporation did not own the 
Hotel AB but operated it under a lease. 
When the lease expired, the hotel prop- 
erty reverted to the owner of the fee. 
The owner then granted a new lease 
to the Z Corporation, which thereupon 
commenced operation of the Hotel AB. 
The Z Corporation acquired nothing 
from the AB Corporation. It concluded 
that the Z Corporation was not the 
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successor to the AB  Corporation’s 
experience rate credits, even though it 
was the new operator of the Hotel AB, 
and even though the experience rate 
credits had resulted from the operation 
of Hotel AB, originally. 


Penalties for Failure to Comply 

With Reporting Requirements 

If unemployment insurance taxes are 
not paid when due, interest is charged 
at the rate of 34 of one per cent per 
month. Failure to receive a regular 
form from the State does not excuse late 
payment. The employer has the duty 
of complying with reporting require- 
ments. If the employer fails to file a 
quarterly tax report and a correct re- 
port is not filed within twenty days 
a:‘.er demand, an arbitrary assessment 
imay be made by the Division of Un- 
employment Insurance, which deter- 
mination will become final unless a 
request for a hearing is made within 
twenty days after the Notice of Deter- 
mination is mailed to the taxpayer by 
the Commissioner. The Commissioner 
may reduce the assessment on his own 
motion. 

The penalty for failure to file any 
required report of the names, social 


security numbers, and remuneration‘ 


paid to individual employees by an 
employer who has been liable for con- 
tributions for less than 3% years, 
amounts to $3.00 for each employee 
for whom reports are required. The 
total penalty cannot exceed $500.00, or 
an amount equal to 3 pecrent of the 
remuneration paid to the employees, 
whichever is less. 

If the employer fails to reply within 
seven days after the mailing to him by 
the unemployment insurance office of 
a Request for Employment and Wage 
Data needed to determine the unem- 
ployment insurance rights of'a benefit 
claimant, the employer is subject to a 
$10.00 penalty with respect to each 
request with which he did not comply, 
unless non-compliance is shown to have 
been due to circumstances beyond his 
control. 
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Another device, to which the Indus- 
trial Commissioner can resort in order 
to enforce the collection of penalties, 
involves the withholding of reduced 
tax rate notices under the experience 
rate provisions of the law. 


In the Appellate Division decision 
handed down on November 28th, 1951, 
(In the Matter of Metaltex, Inc. vy. 
Edward Corsi, as Industrial Commis- 
sioner, Appellant) the court reversed 
the Appeal Board. The issue in the 
case was whether the penalty imposed 
by the Commissioner upon an employer 
for failure to file a quarterly payroll 
report may be sustained where no re- 
port has been received by the Commis- 
sioner, although the employer claims it 
mailed it on time. Additional demands 
for reports were ignored by the em- 
ployer. 

A demand was made on the employer 
for the quarterly report due on July 
31st, i949. Upon receipt of the demand 
mailed by the Commissioner on August 
19th, 1949, the employer advised the 
Division of Placement and Unemploy- 
ment Insurance that the report for the 
quarter in issue had been mailed to the 
Division together with a check covering 
the contributions due thereon on July 
27th, 1949. On August 31st, 1949, the 
Division enclosed new blank forms and 
advised the employer that no reports 
were on file and demanded a report 
within twenty days. On November 
23rd, 1949, the payroll report enumer- 
ating 49 names was received by the 
Division which thereupon assessed the 
employer with a $147.00 penalty under 
Section 575, subdivision 2. The em- 
ployer protested the penalty and de- 
manded a hearing. The accountant for 
the employer testified that a check of 
$303.20 was mailed to the Division by 
the bookkeeper on July 19th, 1949. 
The check never cleared the bank and 
payment was stopped on November 
22nd, 1949, the date when he mailed a 
duplicate report and check to the Divi- 
sion. The Referee held that there was 
evidence that the employer had mailed 
the report on time arid set aside the 


(Continued on page 134) 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 











Conducted by Max Brock, C.P.A. 


Use of Handicapped Workers 


- a period of labor shortages one 
thinks of using handicapped work- 
ers. Yet it is known that such persons 
are often better than average workers, 
as reported by employers who utilize 
them regularly. 

Accountants who are experiencing 
help difficulties may get some relief, 
and worthwhile employees, from this 
source. There are a number of organi- 
zations that specialize in training and 
placing such employees and they can 
be located by inquiry from any welfare 
agency. 

A number of positions in an account- 
ant’s office could be filled by handi- 
capped workers, to wit, typist, proof- 
reader, bookkeeper, etc. 


Client Control Form 


A form recently devised by Charles 
A. Hadley Company for use by ac- 
countants is deserving of consideration 
by firms having many clients. The form 
is a client’s record on a card with punch 
holes for various types of information. 
$y a sorting process it is possible to 
ascertain in a few minutes what tax re- 
turns are to be prepared each month, 
audits to be made, and other service 
data. The card permits ready grouping 
of clients by type of business and loca- 
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Anchin, Block & Anchin. 
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tion, and is adaptable to providing any 
type of control data desired. This form 
is described as the “Rocket System” 
for statistical and follow-up control. 


Improving Report Writing 


The General Accounting Office 
(Corporation Audits Division) in 
Washington, D. C. has prepared a pam- 
phlet entitled “Suggestions for Improv- 
ing the Language of Audit Reports” 
which should be furnished to every 
staff member. It can be very helpful in 
raising report language standards and 
should be made compulsory reading. 

Copies of the pamphlet can be ob- 
tained from the Superintendent of 
Documents, Washington, D. C., for 
thirty cents each. 


New Literature 


Prentice-Hall has published a book 
on the accountant’s office entitled Ac- 
countant’s Office Manual by Charles 
S. Rockey. 

In the Journal of Accountancy, issue 
of December, 1951, there is an article 
entitled “Modern Methods of Work 
Simplification Can Save Time and 
Money in a Public Accounting Office”’, 
by Jay E. Robinson, CP. A. The 
writer points out very strongly the im- 
portance of a reproduction machine in 
an accountant’s office for making copies 
of reports, tax return schedules, office 
forms, bulletins to staff and clients, 
etc. Medium-size and large firms who 
do not have such equipment are unduly 
handicapping themselves. There are 
several good machines on the market 
varying in method, size and price. 

Another point worthy of mention is 
that gray is the best desk color to 
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reduce eye strain and that posture 
chairs are beneficial in reducing fatigue. 


Office and Staff Managers’ Meetings 


Monthly luncheon meetings have 
been held since last April. It can be 
reported that there is a nucleus of regu- 
lar attendants who not only enjoy the 
social aspects of the luncheon but who 
invariably leave each discussion per- 
iod with some new ideas and view- 
points. 

There still is room for more mem- 
bers. Just drop in—no notice is re- 
quired—at the Hotel Lexington, Lex- 
ington Avenue and 49th Street, on the 
last Tuesday of each month at 12 noon. 
The meeting room is listed on the hotel 
lobby directory. 


Assignment Program 

As the size of a staff increases, the 
mechanics of control and assignments 
become more complex. Where montlily 
audits are involved the problem is not 
with the original assignments but in 
making changes. In that event not only 
is one assignment changed, but like rip- 
ples in the water, one change affects 
other assignments and a reshuffling of 
men and jobs becomes necessary. In 
many firms this is a constant situation, 
varying only in degree from day to day. 

Most forms in use are not suitable 
for easy revisions of the program. Con- 
tributions of ideas for an easily revised 
assignment program are solicited. If 
you have such a form or have an idea 
as to one, please mail it to the Editor 
of this column at the Society’s office. 


GL 
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penalty. The Appeal Board sustained 
the Referee’s decision in favor of the 
employer. 

The Appellate Division in reviewing 
the findings of fact by the Appeal Board 
pointed out that the evidence revealed 
that the report had been prepared by 
the bookkeeper and checked by the 
accountant on July 19, 1949; a check 
had been prepared on the same day, and 
that they were mailed by the shipping 
clerk on the same day. The shipping 
clerk did not testify at the hearings. 
The accountant had testified that the 
bookkeeper had mailed the report and 
The president testified to the 
same effect. There was also a conflict 
as to the date of mailing. When con- 
fronted with the discrepancy in dates, 
the accountant and the employer stated 
they did not have personal knowledge 
of what day it went out. 

The Court decided that the Appeal 
Boarc. should be reversed and sustained 
the imposition of the penalty. The 
court stated: 


check. 


“.. If it be assumed that the employer 
mailed the report during the month of 
July the proof is clear that it was never 
received by the Commissioner. Under the 
provisions of the statute in question the 
employer is required to furnish to the 
Commissioner certain reports upon de- 
mand including the quarterly report with- 
in twenty days of such demand. Failure to 
do so incurs the penalty which was incurred 
here.” 

“The case of Matter of Wittner & Co. 
(269 A.D. 802; 294 N. Y. 647) does not 
sustain the respondent’s position here. The 
facts in that case are inapplicable to the 
case before us.” 


Availability and Voluntary 
Election to Retire 


In Appeal Board Case #26,540-51, 
it was held that a claimant who retired 
from employment, obtaining a pension 
must establish his bona fide return to 
the labor market by convincing proof 
in order to be eligible for benefits. A 
contention of a return to the labor 
market and application to a former em- 
ployer without other independent 
efforts to secure employment was 
insufficient. 
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The Excess Prot. Pax Exchange | 














Conducted by Davin Zack, C.P.A. 


His column is a clearing house for 
a cesta, problems and comments 
regarding Excess Profits Taxes. Items 
of general interest will be published 
herein and full credit will be given all 
contributors unless they request other- 
wise. All inquiries and contributions 
should be addressed to: 
Editor, The Excess Profits Tax Exchange 
The New York Certified 
Public Accountant 
677 Fiith apps 
New York 22, New York 


E P Ceilings for Newly 
Incorporated Partnerships 


Samuel A. Dyckman, C.P.A., sub- 
mits a very thought-provoking ques- 
tion which focuses attention upon a 
possible loophole in an excess profits 
tax provision of the Revenue Act of 
1951: 

“The question has recently arisen in our 
othce whether am old established partner- 
ship or proprietorship incorporated after 
July 1, 1945 can qualify under Sec. 430 (e) 
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Mr. Zack is a Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration and at the New York 
University Institute on Federal 
Taxation. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
a partner in the firm of David 
Berdon & Co., Certified Public 
Accountants. 
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as a new corporation entitled to use the 
special ceiling rates in the computation of 
its maximum excess profits tax for its first 
five years of business. In determining a 
constructive date of commencement of busi- 
ness, subsection (2)(B)(i) refers to 
transactions described in Sec. 445(g). 
Sec. 445 defines a new corporation for pur- 
poses of computation of an alternative aver- 
age base period net income, and removes 
from its scope as new corporations tax- 
payers which have.acquired assets in speci- 
fied transactions from other corporations. 
There is no prohibition in Sec. 445(g) 
proper of — acquisition of assets in a Sec. 
112(b)(5) transfer from a_ partnership 
or Seegcincentl However, all tax free 
transfers must be related to Part II and 
Sec. 461(d) of Part II does specify that 
for purposes of Sec. 445 an ‘acquiring cor- 
poration’ shall be considered as having been 
in existence during such time as its ‘com- 
ponent corporation’ was in existence. An 
‘acquiring corporation’ is defined as one 

receiving properties in a Sec. 112(b) (5) 
exchange (Sec. 461(a) (1) (d) ), while a 
‘component corporation’ is held to mean 
both a partnership (Sec. 461(b)(5) ) or a 
proprietorship (Sec. 461(f) ) whose prop- 
erties were acquired. 

Where a partnership or proprietorship is 
incorporated, it would therefore appear that 
for purposes of Sec. 445, the taxpayer is 
constructively in existence during the exist- 
ence of the transferor. But under Sec. 
430(e), although there is a cross reference 
to tax free corporate transfers under 
445(g¢), there is no cross reference to 
Part II. Nor have the Part IT sections 
been modified under the Revenue Act of 
1951 to define transfer corporations as in- 
cluding partnerships or proprietorships for 
purposes of computing the ceiling rates 
available to new corporations. 

On the basis of the foregoing analysis, 
would you agree that taxpayers need not 
tack on the existence of their component 
partnerships or proprietorships under Sec. 
430(e) ?” 


It would indeed seem that a succes- 
sor to a component partnership or pro- 
prietorship incorporated tax-free pur- 
suant to Section 112(b)(5) of the 
Internal Revenue Code need not tack 
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on the life of the component partner- 
ship or proprietorship under Section 
430(e) of the Internal Revenue Code. 
The excellent analysis of Section 445 
(g) set forth by the questioner appears 
quite correct and the limitation set 
forth in Section 430(e)(2)(B) (iii) 
applies solely to Part IV _ situations 
which specifically excludes Part II 
transactions. Since a tax-free trans- 
fer from a proprietorship or partner- 
ship to a corporation is specifically en- 
compassed by Part II, Section 430(e) 
(2)(B) (iii) would not apply to a 
Section 112(b)(5) transfer. 

This conclusion certainly appears 
contrary to basic Congressional intent, 
but it seems to flow inescapably from 
the legislative language. It certainly 
seems anomalous that a taxable transfer 
encompassed by Part IV should result 
in a denial of the special tariff limita- 
tions set forth for new corporation in 
Section 430(e) while a corporation re- 
sulting from a_ tax-free exchange 
covered by Part II is permitted the pre- 
ferred rates. However, be it accident 
or design, the law appears to be so. 


Capitalization of Expenditures 
for Advertising or Promotion 
of Goodwill 


In most cases, Section 451 of the 
Internal Revenue Code exacts an ex- 


orbitant price for the relief granted, 
The election to capitalize certain ex-7 
penditures for advertising or the pro- 
motion of goodwill binds all base} 
period years and requires the recompu-} 
tation and payment of normal and sur- 
tax for those years. Any base period] 
year affected by the recomputation? 
which is barred by the statute of limita-7 
tion is subjected to tax as an incon-] 
sistent position under Sec. 452 of the) 
IRC. In addition, the election binds all 
excess profits tax years under the cur-7 
rent Act for normal and surtax pur-7 
poses, as well as excess profits tax} 
purposes. 

The capitalization of these specified] 
expenditures denies a taxpayer any 
possibility of treating the item as an 
abnormal deduction under Section 433) 
(b)(9) of the Internal Revenue Code} 
inasmuch as the expense is eliminated 
for income and excess profits tax pur=] 
poses. 

The election to capitalize certain ad-| 
vertising and promotion expenditures | 
is irrevocable and academic in most} 


cases inasmuch as it must be made] 
within six months of the due date of the 
first excess profits tax return. i 

This relief section was intended pri-4 
marily for taxpayers using the income] 
method, but it also serves to increase] 


equity capital for invested capital] 


purposes. 


AN ADIRONDACK VIEW 


Ahead in 1952. 


low-down on the year: 


From sources which have hitherto been found reliable, here is the 


1, Our longest business boom will continue to boom. I wonder what a boom really is% 
and how much reality is down under the sudsy bubbles of inflation. 
There will be larger defense spending. Perhaps we’d better build a better offense too? 


New 


construction as a whole will be less than 1951. 


This must be the decrease in] 


the butter of “guns and butter’ we have heard so much about. 


Public spending and retail trade will 
shelves- 


increase. 
-and bank loans on floor plans. 


T° . ° . - 
This will relieve some retailers % 


Paper output for Government forms and reports will increase. 


So the CPA Summary is—more forms, fewer houses. 
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